JANUARY 2015 



I/) Wiley 

oCPAexcel 

<NJ EXAM REVIEW 
STUDY GUIDE 



FINANCIAL ACCOUNTING AND REPORTING 



O. Ray Whittingto 11 , CPA PhD 

Wiley 





2015 



Wiley 

CPAexcef 

EXAM REVIEW 
STUDY GUIDE 
JANUARY 2015 



LO 



CM 



Wiley 

CPAexcef 

EXAM REVIEW 
STUDY GUIDE 
JANUARY 2015 



Wiley 



Cover Design: Wiley 

Cover image: © iStockphoto/turtleteeth 

The following items, copyright © by the American Institute of Certified Public Accountants, Inc., are reprinted (or adapted) with 
permission. 

1 . Material from Uniform CPA Examination Questions and Answers, 1978 through 2014. 

2. Information for Uniform CPA Examination Candidates, Board of Examiners, 2013. 

3. Example financial statements from Industry Audit Guides: Audits of Colleges and Universities, Audits of Voluntary Health and 
Welfare Organizations, and Audits of Providers of Health Care Services. 

4. Example of Statement of Activity from SOP 78-10. 

Material from the Certified Internal Auditor Examination, Copyright © 1994 through 1997 by the Institute of Internal Auditors, Inc., are 
reprinted and/or adapted by permission. 

Material from the Certified Management Accountant Examinations, Copyright © 1993 through 1997 by the Institute of Certified 
Management Accountants are reprinted and/or adapted by permission. 

Reproduction and adaptation of pronouncements, copyright © Financial Accounting Standards Board, Norwalk, Connecticut 
06856-5116, with permission. 

Reproduction of “Combined Statement of Revenues, Expenditures, and Changes in Fund Balances-All Governmental Fund Types and 
Expendable Trust Funds,” copyright © Governmental Accounting Standards Board, Norwalk, Connecticut 06856-5 116, with permission. 

Statement of changes in fund balances for an educational institution from College and University Business Administration with 
permission of the National Association of College and University Business Officers. 

Copyright © 2015 by John Wiley & Sons, Inc. All rights reserved. 

Published by John Wiley & Sons, Inc., Hoboken, New Jersey. 

Published simultaneously in Canada. 

No part of this publication may be reproduced, stored in a retrieval system or transmitted in any form or by any means, electronic, 
mechanical, photocopying, recording, scanning or otherwise, except as permitted under Section 107 or 108 of the 1976 United States 
Copyright Act, without either the prior written permission of the Publisher, or authorization through payment of the appropriate 
per-copy fee to the Copyright Clearance Center, 222 Rosewood Drive, Danvers, MA 01923, 978-750-8400, fax 978-646-8600, or on the 
Web at www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions Department, John Wiley & 
Sons, Inc., Ill River Street, Hoboken, NJ 07030, 201-748-6011, fax 201-748-6008, or online at http://www.wiley.com/go/ 
permissions. 

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in preparing this book, they 
make no representations or warranties with respect to the accuracy or completeness of the contents of this book and specifically 
disclaim any implied warranties of merchantability or fitness for a particular purpose. No warranty may be created or extended by 
sales representatives or written sales materials. The advice and strategies contained herein may not be suitable for your situation. You 
should consult with a professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any other 
commercial damages, including but not limited to special, incidental, consequential, or other damages. 

For general information on our other products and services or for technical support, please contact our Customer Care Department 
within the US at 800-762-2974, outside the US at 317-572-3993 or fax 317-572-4002. 

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be available in electronic 
books. For more information about Wiley products, visit our Web site at www.wiley.com. 

ISBN 978-1-118-91764-0 (paperback); 978-1-119-04767-4 (ebk); 978-1-119-04787-2 (ebk) 

Printed in the United States of America 
10 987654321 



CONTENTS 



Preface vii 

About the Author ix 

About the Contributor ix 



INTRODUCTION 1 

Chapter 1: Beginning Your CPA Review Program 3 

Chapter 2: Examination Grading 17 

Chapter 3: The Solutions Approach 19 

Chapter 4: Taking The Examination 27 

Chapter 5: Exam Content Overview 31 



FINANCIAL ACCOUNTING AND REPORTING 39 

Module 9: Basic Theory and Financial Reporting 41 

Module 10: Inventory 219 

Module 11: Fixed Assets 269 

Module 12: Monetary Current Assets and Current Liabilities 331 

Module 13: Present Value 397 

Module 14: Deferred Taxes 539 

Module 15: Stockholders’ Equity 579 

Module 16: Investments 641 

Module 17: Statement of Cash Flows 689 

Module 18: Business Combinations and Consolidations 727 

Module 19: Derivative Instruments and Hedging Activities 787 

Module 20: Miscellaneous 827 

Module 21: Governmental (State and Local) Accounting 899 

Module 22: Not-for-Profit Accounting 985 





Contents 



APPENDICES 1019 





Appendix A: Outlines of Accounting Pronouncements 1021 

Appendix B: Financial Accounting and Reporting 

Sample Examination 1143 

Appendix C: Sample Financial Accounting and Reporting 

Testlet Released by AICPA 1177 

Appendix D: 2014 Released AICPA Questions for 

Financial Accounting and Reporting 1185 


INDEX 


1207 



PREFACE 



Don’t forget to 

VISIT OUR WEBSITE 
AT 

www.wiley.com/cpa 

FOR SUPPLEMENTS 
AND UPDATES. 



Passing the CPA exam upon your first attempt is possible! The 

Wiley CPAexcel Exam Review 2015 Study Guide January: Financial 
Accounting and Reporting preparation materials provide you with 
the necessary materials (visit our website at www.wiley.com/cpa for 
more information). It’s up to you to add the hard work and commitment. 
Together we can beat the pass rate on each section of about 50%. All 
Wiley CPAexcel products are continuously updated to provide you 
with the most comprehensive and complete knowledge base. Choose 
your products from the Wiley preparation materials and you can 
proceed confidently. You can select support materials that are 
exam-based and user-friendly. You can select products that will 
help you pass! 

Remaining current is one of the keys to examination success. 
Here is a list of what’s new in this edition of the Wiley CPAexcel 
Exam Review 2015 Study Guide January: Financial Accounting 
and Reporting text. 

• The new AICPA Content Specification Outlines on Financial 
Accounting and Reporting for the computerized CPA 
Examination beginning in 2014 

• AICPA questions released in 2014 

• The new task-based simulations 

• Complete coverage of standards, especially 

• The newest FASB accounting standards 

• International accounting standards 

• SEC reporting requirements 

The objective of this work is to provide you with the 
knowledge to pass the Financial Accounting and Reporting portion 
of the Uniform Certified Public Accounting (CPA) Exam. The text 
is divided up into 14 areas of study called modules. Each module 
contains written text with discussion, examples, and demonstrations 
of the key exam concepts. Following each text area, actual American 
Institute of Certified Public Accountants (AICPA) unofficial 
questions and answers are presented to test your knowledge. We are 
indebted to the AICPA for permission to reproduce and adapt 
examination materials from past examinations. Author-constructed 
questions and simulations are provided for new areas or areas that 
require updating. All author-constructed questions and simulations 
are modeled after AICPA question formats. The multiple-choice 
questions are grouped into topical areas, giving candidates a chance 
to assess their areas of strength and weakness. Selection and 
inclusion of topical content is based upon current AICPA Content 
Specification Outlines. Only testable topics are presented. If the CPA 
exam does not test it, this text does not present it. 

The CPA exam is one of the toughest exams you will ever take. It 
will not be easy. But if you follow our guidelines and focus on your 
goal, you will be thrilled with what you can accomplish. 

Ray Whittington 
November 2014 
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INTRODUCTION 



To maximize the efficiency of your review 
program, begin by studying (not merely reading) 
Chapters 1 through 5 of this volume. They have 
been carefully organized and written to provide 
you with important information to assist you in 
successfully completing the Financial Accounting 
and Reporting section of the CPA exam. Beyond 
providing a comprehensive outline to help you 
organize the material tested on the Financial 
Accounting and Reporting section of the exam, 
these chapters will assist you in organizing a study 
program to prepare for the Financial Accounting 
and Reporting portion. Self-discipline is essential. 



Chapter 1: Beginning Your CPA Review 
Program 

Chapter 2: Examination Grading 
Chapter 3: The Solutions Approach 
Chapter 4: Taking the Examination 
Chapter 5: Exam Content Overview 
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GENERAL COMMENTS ON THE EXAMINATION 

The Uniform CPA Examination is delivered using computer-based testing (CBT). Computer-based testing has several 
advantages. You may take the exam one section at a time. As a result, your studies can he focused on that one section, 
improving your chances for success. In addition, you may take the exam on your schedule, eight months of the year, six 
days a week, and in the morning or in the afternoon. 

Successful completion of the Uniform CPA Examination in Financial Accounting and Reporting is an attainable goal. 
Keep this point foremost in your mind as you study the first four chapters in this volume and develop your study plan. 

Purpose of the Examination 1 

The Uniform CPA Examination is designed to test the entry-level knowledge and skills necessary to protect the public 
interest. An entry-level CPA is defined as one who has fulfilled the applicable jurisdiction’s educational requirements and 
has the knowledge and skills typically possessed by a person with up to two years of experience. These knowledge and 
skills were identified through a Practice Analysis performed in 2008, which served as a basis for the development of the 
content specifications for the exam beginning in 2014. 

The CPA examination is one of many screening devices to assure the competence of those licensed to perform the 
attest function and to render professional accounting services. Other screening devices include educational requirements, 
ethics examinations, and work experience. 

The examination appears to test the material covered in accounting programs of the better business schools. It also 
appears to be based upon the body of knowledge essential for the practice of public accounting and the auditor of a 
medium-sized client. Since the examination is primarily a textbook or academic examination, you should plan on taking it 
as soon as possible after completing your accounting education. 

Examination Content 

Guidance concerning topical content of the Financial Accounting and Reporting section of the CPA exam can be found in 
a document prepared by the Board of Examiners of the AICPA entitled Content and Skill Specifications for the Uniform 
CPA Exam. We have included the content outlines for Financial Accounting and Reporting in Chapter 5. These outlines 
should be used as an indication of the topics’ relative emphasis on the exam. 

The Board’s objective in preparing this detailed fisting of topics tested on the exam is to help “in assuring the continu- 
ing validity and reliability of the Uniform CPA Examination.” These oudines are an excellent source of guidance concerning 
the areas and the emphasis to be given each area on future exams. 

The new Content and Skill Specification Outlines for the CPA examination, including the testing of International 
Financial Reporting Standards (IFRS), went into effect January 1, 2013. In addition, the AICPA adopted CBT-e, which is a 
new computer platform. The major change from your standpoint is that simulations are smaller in size and a larger number 
of these “task-based simulations” are included on the Auditing and Attestation, Financial Accounting and Reporting, and 
Regulation exams. In addition, all simulations that test writing skills have been moved to the Business Environment and 
Concepts exam. 

New accounting and auditing pronouncements, including those in the governmental and not-for-profit areas, are tested 
in the testing window six months after the pronouncement’s effective date. If early application is permitted, a pronounce- 
ment is tested six months after the issuance date; candidates are also responsible for the old pronouncement until it is 
superseded. The AICPA posts content changes regularly on its Internet site at www.cpa-exam.org. 

Nondisclosure and Computerization of Examination 

Beginning May 1996, the Uniform CPA Examination became nondisclosed. For each exam section, candidates are 
required to agree to a Statement of Confidentiality, which states that they will not divulge the nature and content of any 



'More information may be obtained from the AICPA’s Uniform CPA Examination Candidate Bulletin, which you can find on the 
AICPA’s website at www.cpa-exam.org. 
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exam question. The CPA exam is computer-based, and candidates take the exam at Prometric sites in the 55 jurisdictions 
in which the exam is offered. The CPA exam is offered continually during the testing windows shown below. 



Testing Window 
(Exam Available) 


January through February 


April through May 


July through August 


October through November 


AICPA 

Review and Update 
(Exam Unavailable) 


March 


June 


September 


December 



One or more exam sections may be taken during any exam window, and the sections may be taken in any desired order. 
However, no candidate will be allowed to sit for the same section more than once during any given testing window. 
In addition, a candidate must pass all four sections of the CPA exam within a “rolling” eighteen-month period, which 
begins on the date he or she passes a section. In other words, you must pass the other three sections of the exam within 
eighteen months of when you pass the first section. If you do not pass all sections within the eighteen-month period, credit 
for any section(s) passed outside the eighteen-month period will expire and the section(s) must be retaken. 

Types of Questions 

The computer-based Uniform CPA Examination consists of two basic question formats. 

1. Multiple-Choice — questions requiring the selection of one of four responses to a short scenario. 

2. Task-Based Simulations — short case studies that are used to assess knowledge and skills in a context 
approximating that found on the job through the use of realistic scenarios and tasks, and access to normally 
available and familiar resources. 

The multiple-choice questions are much like the ones that have constituted a majority of the CPA examination for years. 

And the good news is that these types of questions constitute 60% of the Financial Accounting and Reporting section. 

Process for Sitting for the Examination 

While there are some variations in the process from state to state, the basic process for sitting for the CPA examination 
may be described as follows: 

1. Apply to take the examination (request, complete, and submit an application). 

2. Payment of examination fees. 

3. Review the tutorial and sample tests. 

4. Receive your Notice to Schedule. 

5. Schedule your examination. 

6. Take your examination(s). 

7. Receive your Score Report(s). 

Applying to Take the Examination 

The right to practice public accounting as a CPA is governed by individual state statutes. While some rules regarding the 
practice of public accounting vary from jurisdiction to jurisdiction, all State Boards of Accountancy use the Uniform CPA 
Examination and AICPA advisory grading service as one of the requirements to practice public accounting. The State 
Boards of Accountancy determine the requirements to sit for the exam (e.g., education requirements and fees). For com- 
parisons of requirements for various state boards and those policies that are uniform across jurisdictions, you should refer 
to the website of the National Association of State Boards of Accountancy (NASBA) at www.nasba.org. 

A frequent problem candidates encounter is failure to apply by the deadline. Apply to sit for the examination early. 
Also, you should use extreme care in filling out the application and mailing required materials to your State Board 
of Accountancy. If possible, have a friend review your completed application before mailing with check and other docu- 
mentation. The name on your application must appear exactly the same as it appears on the identification you plan to use 
at the testing center. Candidates miss a particular CPA examination window simply because of minor technical details that 
were overlooked (checks not signed, items not enclosed, question not answered on application, etc.). Because of the very 
high volume of applications received in the more populous states, the administrative staff does not have time to call 
or write to correct minor details and will simply reject your application. 
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The NASBA website has links to the registration information for all 55 jurisdictions. It is possible for candidates to sit 
for the examination at a Prometric site in any state or territory. Candidates desiring to do so should refer to the registration 
information for the applicable State Board of Accountancy. 

International Applicants 

International administration of the CPA Exam is currently offered in Brazil, Japan, Bahrain, Kuwait, Lebanon, and the 
United Arab Emirates. If you live in one of these testing locations, or other select countries, you may be able to take 
the Exam without traveling to the U.S. The Exam is only offered in English, and is the same computerized test as the 
one administered in the U.S. You are required to meet the same eligibility requirements and complete the same licen- 
sure requirements as your U.S. counterparts. 

Applicants from countries other than the U.S. must follow the same basic steps as U.S. applicants. This means they 
must select the jurisdiction in which they wish to qualify and file an application with the board of accountancy (or its des- 
ignated agent) in that jurisdiction. Any special instructions for candidates who have completed their education outside the 
U.S. are included in the board of accountancy requirements. For more information on the international administration of 
the CPA Examination, visit the International section of the NASBA website. 

Obtaining the Notice to Schedule 

Once your application has been processed and you have paid all fees, you will receive a Notice to Schedule (NTS) from 
NASBA. The NTS will list the section(s) of the examination that you are approved to take. When you receive the NTS, 
verify that all information is correct. Be certain that the name appearing on the NTS matches EXACTLY the name on 
the identification documents that you will use during check-in at the testing center. If the information is incorrect or 
the name does not match, immediately contact your board of accountancy or its designated agent to request a cor- 
rection. You must bring your NTS with you to the examination. 

Exam Scheduling 

Once you have been cleared to take the exam by the applicable state board, you will receive by mail a Notice to Schedule 
(NTS) and may then schedule to sit for one or more sections of the exam. 

You have the following two options for scheduling your examination: 

1 . Visit www.prometric.com/cpa on the Internet 

This is the easiest and quickest way to schedule an examination appointment (or cancel and reschedule an 
appointment, if necessary). Simply go to the website, select “schedule your test,” and follow the directions. It is 
advised that you print and keep for your records the confirmation number for your appointment. 

2. Call 800-580-9648 (Candidate Services Call Center) 

Before you call, you must have your NTS in front of you, and have in mind several times, dates, and locations 
that would work for you. You will not receive written confirmation of your appointment. Be sure to write down the 
date, time, location, and confirmation number for each of your appointments. 

You should also be aware that if you have to cancel or reschedule your appointment, you may be subject to a cancellation/ 
rescheduling fee. The AICPA’s Uniform CPA Examination Candidate Bulletin lists the rescheduling and cancellation fees. 

To assure that you get your desired location and time period, it is imperative that you schedule early. To get your 
first choice of dates, you are advised to schedule at least 45 days in advance. You will not be scheduled for an exam 
fewer than 5 days before testing. 

ATTRIBUTES OF EXAMINATION SUCCESS 

Your primary objective in preparing for the Financial Accounting and Reporting section is to pass. Other objectives such 
as learning new and reviewing old material should be considered secondary. The six attributes of examination success 
discussed below are essential. You should study the attributes and work toward achieving/developing each of them before 
taking the examination. 

1 . Knowledge of Material 

Two points are relevant to “knowledge of material” as an attribute of examination success. First, there is a 
distinct difference between being familiar with material and knowing the material. Frequently candidates confuse 
familiarity with knowledge. Can you remember when you just could not answer an examination question or did 



Chapter 1: Beginning Your CPA Review Program 



poorly on an examination, but maintained to yourself or your instructor that you knew the material? You probably 
were only familiar with the material. On the CPA examination, familiarity is insufficient; you must know the 
material. Remember the exam will test your ability to analyze data, make judgments, communicate, perform 
research, and demonstrate understanding of the material. For example, you may be familiar with the concepts in 
accounting for leases (SFAS 13), but can you compute the present value of an annuity due under a lease agreement 
and record entries for the lessee and lessor? Once again, a major concern must be to know the material rather than 
just being familiar with it. Knowledgeable discussion of the material is required on the CPA examination. Second, 
the Financial Accounting and Reporting exam tests a literally overwhelming amount of material at a rigorous 
level. From an undergraduate point of view, the CPA examination in Financial Accounting and Reporting includes 
material from the following courses: 

Intermediate Financial (usually two semesters) 

Advanced Financial 

Furthermore, as noted earlier, the CPA exam will test new material, sometimes as early as six months after 
issuance. In other words, you are not only responsible for material in the above courses, but also for all new 
developments in each of these areas. 

This text contains outlines of accounting topics from FASB pronouncements, financial accounting courses, etc. 
Return to the original material (e.g., FASB, your accounting textbooks, etc.) only if the outlines do not reinforce 
material you already know. 

2. Commitment to Exam Preparation 

Your preparation for the CPA exam should begin at least two months prior to the date you plan to schedule 
your seating for an exam section. If you plan to take more than one section, you should start earlier. Over the 
course of your preparation, you will experience many peaks and valleys. There will be days when you feel 
completely prepared and there will also be days when you feel totally overwhelmed. This is not unusual and, in 
fact, should be expected. 

The CPA exam is a very difficult and challenging exam. How many times in your college career did you study 
months for an exam? Probably not too many. Therefore, candidates need to remain focused on the objective — 
succeeding on the CPA exam. 

Develop a personal study plan so that you are reviewing material daily. Of course, you should schedule an 
occasional study break to help you relax, but don’t schedule too many breaks. Candidates who dedicate themselves 
to studying have a much greater chance of going through this process only one time. On the other hand, a lack of 
focus and piecemeal preparation will only extend the process over a number of exam sittings. 

3. Solutions Approach 

The solutions approach is a systematic approach to solving the questions and simulations found on the CPA 
examination. Many candidates know the material fairly well when they sit for the CPA exam, but they do not 
know how to take the examination. Candidates generally neither work nor answer problems efficiently in terms 
of time or grades. The solutions approach permits you to avoid drawing “blanks” on CPA exam problems; using 
the solutions approach coupled with grading insights (see below) allows you to pick up a sizable number of points 
on test material with which you are not familiar. Chapter 3 outlines the solutions approach for multiple-choice 
questions and task-based simulations. 

4. Grading Insights 

Your score on each section of the exam is determined by the sum of points assigned to individual questions and 
simulations. Thus, you must attempt to maximize your points on each individual item. 

The multiple-choice questions within each section are organized into three groups which are referred to 
as testlets. Each multiple-choice testlet is comprised of approximately 30 multiple-choice questions. The 
multiple-choice testlets vary in overall difficulty A testlet is labeled either “medium difficult” or “difficult” 
based on its makeup. A “difficult” testlet has a higher percentage of hard questions than a “medium difficult” 
testlet. Every candidate’s first multiple-choice testlet in each section will be a “medium difficult” testlet. If a 
candidate scores well on the first testlet, he or she will receive a “difficult” second testlet. Candidates that do 
not perform well on the first testlet receive a second “medium difficult” testlet. Because the scoring procedure 
takes the difficulty of the testlet into account, candidates are scored fairly regardless of the type of testlets 
they receive. 

Each multiple-choice testlet contains “operational” and “pretest” questions. The operational questions are the 
only ones that are used to determine your score. Pretest questions are not scored; they are being tested for future 
use as operational questions. However, you have no way of knowing which questions are operational and which 
questions are pretest questions. Therefore, you must approach each question as if it will be used to determine 
your grade. 
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Task-based simulations include more extensive scenarios and requirements. For example, the requirements may 
involve calculations, spreadsheet completion, journal entries, or research. The points assigned to the requirements 
will vary according to their difficulty. The task-based simulations make use of a number of commonly used tools 
such as spreadsheets and electronic research databases. Therefore, you need to become proficient in the use of 
these tools to maximize your score on the simulations. 

CPA Exam scores are reported on a scale from 0 to 99. The total score is not a percent correct score. It is a 
combination of scores from the multiple-choice and simulation portions of the exam considering the relative 
difficulty of the items. A total score of 75 is required to pass each section. 

The AICPA includes a tutorial and sample examinations on its website that allow you to get experience with 
the use of the actual computer tools used on the CPA exam. Also, more experience with computer testing can be 
obtained by using Wiley CPAexcel Exam Review Test Bank. 

5. Examination Strategy 

Prior to sitting for the examination, it is important to develop an examination strategy (i.e., an approach to 
working efficiently throughout the exam.). Your ability to cope successfully with the 4 hours of examination in 
Financial Accounting and Reporting can be improved by 

a. Recognizing the importance and usefulness of an examination strategy 

b. Using Chapter 4, Taking the Examination, and previous examination experience to develop a “personal 
strategy” for the exam 

c. Testing your “personal strategy” on example examination questions under conditions similar to those at the test 
centers (using similar tools and databases and with a time limit) 

6. Examination Confidence 

You need confidence to endure the physical and mental demands of 4 hours of problem solving under 
tremendous pressure. Examination confidence results from proper preparation for the exam, which includes 
mastering the first five attributes of examination success. Examination confidence is necessary to enable you to 
overcome the initial frustration with problems for which you may not be specifically prepared. 

This study manual, when properly used, contributes to your examination confidence. Build confidence by 
completing the questions contained herein. 

Common Candidate Mistakes 

The CPA Exam is a formidable hurdle in your accounting career. With a pass rate of about 40% on each section, the level 
of difficulty is obvious. The good news, though, is that about 75% of all candidates (first-time and reexam) sitting for each 
examination eventually pass. The authors believe that the first- time pass rate could be higher if candidates would be more 
careful. Seven common mistakes that many candidates make are 

1 . Failure to understand the exam question requirements 

2. Misunderstanding the supporting text of the problem 

3. Lack of knowledge of material tested, especially recently issued pronouncements 

4. Failure to develop proficiency with computer-based testing and practice tools such as electronic research databases 
and spreadsheets 

5. Inability to apply the solutions approach 

6. Lack of an exam strategy (e.g., allocation of time) 

7. Sloppiness and logical errors 

These mistakes are not mutually exclusive. Candidates may commit one or more of the above items. Remind yourself 
that when you decrease the number of common mistakes, you increase your chances of successfully becoming a CPA. 

Take the time to read carefully the exam question requirements. Do not jump into a quick start, only to later find out that 
you didn’t understand what information the examiners were asking for. Read slowly and carefully. Take time to recall your 
knowledge. Respond to the question asked. Apply an exam strategy such as allocating your time among all question for- 
mats. Do not spend too much time on the multiple-choice testlets, leaving no time to spend on preparing your simulation 
responses. Answer questions quickly but precisely, avoid common mistakes, and increase your score. 

PURPOSE AND ORGANIZATION OF THIS REVIEW TEXTBOOK 

This book is designed to help you prepare adequately for the Financial Accounting and Reporting examination. There is no 
easy way to prepare for the successful completion of the CPA Examination; however, through the use of this manual, your 
approach will be systematic and logical. 
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The objective of this book is to provide study materials supportive to CPA candidates. While no guarantees are made 
concerning the success of those using this text, this book promotes efficient preparation by 

1. Explaining how to maximize your score through analysis of examination grading and illustration of the solutions 
approach. 

2. Defining areas tested through the use of the content specification outlines. Note that predictions of future exams 
are not made. You should prepare yourself for all possible topics rather than gambling on the appearance of certain 
questions. 

3. Organizing your study program by comprehensively outlining all of the subject matter tested on the examination 
in 14 easy-to-use study modules. Each study module is a manageable task which facilitates your exam preparation. 
Turn to Chapter 5 and peruse the contents to get a feel for the organization of this book. 

4. Providing CPA candidates with previous examination problems organized by topic (e.g., consolidations, 
inventory, etc.) Questions have also been developed for new areas and in simulation format. 

5. Explaining the AICPA unofficial answers to the examination questions included in this text. The AICPA 
publishes unofficial answers for all questions from exams administered prior to 1996 and for any released 
questions from exams administered on or after May 1996. However, no explanation is made of the approach that 
should have been applied to the examination questions to obtain these unofficial answers. 

As you read the next few paragraphs which describe the contents of this book, flip through the chapters to gain a gen- 
eral familiarity with the book’s organization and contents. Chapters 2, 3, and 4 are to help you maximize your score. 

Chapter 2 Examination Grading 

Chapter 3 The Solutions Approach 

Chapter 4 Taking the Examination 

Chapters 2, 3, and 4 contain material that should be kept in mind throughout your study program. Refer back to them 
frequently. Reread them for a final time just before you sit for the exam. 

Chapter 5, Exam Content Overview, outlines and discusses the coverage of the Financial Accounting and Reporting 
section of the CPA examination. It also contains the AICPA Content Specification Outlines for all the Financial 
Accounting and Reporting topics tested in this section of the exam. 

The Financial Accounting and Reporting Modules contain 

1 . AICPA Content Specification Outlines of the material tested on the Financial Accounting and Reporting section of 
the exam 

2. Multiple-choice questions 

3. Task-based simulations 

4. AICPA unofficial answers with the author’s explanations for the multiple-choice questions 

5. Author’s answers to task-based simulations 

Also included at the end of this text is a complete Sample Financial Accounting and Reporting CPA Examination. 

The sample exam is included to enable candidates to gain experience in taking a “realistic” exam. While studying the 
modules, the candidate can become accustomed to concentrating on fairly narrow topics. By working through the sample 
examination near the end of their study programs, candidates will be better prepared for taking the actual examination. 
Because some task-based simulations require the use of research materials, it is useful to have the appropriate electronic 
research database (FASB Financial Accounting Research System or a printed copy of professional standards to complete 
the sample examination). Remember that this research material will not be available to answer the multiple-choice 
questions. 



Other Textbooks 

This text is a comprehensive compilation of study guides and outlines; it should not be necessary to supplement them with 
accounting textbooks and other materials for most topics. You probably already have some of these texts or earlier editions 
of them. In such a case, you must make the decision whether to replace them and trade familiarity (including notes therein, 
etc.), with the cost and inconvenience of obtaining the newer texts containing a more updated presentation. 

Before spending time and money acquiring new texts, begin your study program with Wiley CPAexcel Exam Review 2014 
Study Guide July: Financial Accounting and Reporting to determine your need for supplemental texts. 
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Ordering Other Textual Materials 

You probably already have intermediate and advanced texts for financial accounting and reporting. If you cannot order 
desired texts through a local bookstore, write the publisher directly. 

If you want to order AICPA materials, locate an AICPA educator member to order your materials, since educators are 
entitled to a discount and may place website or telephone orders. 



AICPA (CPA2Biz) 


Telephone: 


888-777-7077 


Website: 


www.CPA2Biz.com 



A variety of supplemental CPA products are available from John Wiley & Sons, Inc. By using a variety of learning 
techniques, such as software, computer-based learning, and audio CDs, the candidate is more likely to remain focused dur- 
ing the study process and to retain information for a longer period of time. Visit our website at www.wiley.com/cpa for 
other products, supplements, and updates. 

Working CPA Questions 

The AICPA Content Outlines, study outlines, etc., will be used to acquire and assimilate the knowledge tested on the 
examination. This, however, should be only one-half of your preparation program. The other half should be spent prac- 
ticing how to work questions and problems. Some candidates probably spend over 90% of their time reviewing material 
tested on the CPA exam. Much more time should be allocated to working questions and problems under exam conditions. 
Working examination questions and problems serves two functions. First, it helps you develop a solutions approach as well 
as solutions that will maximize your score. Second, it provides the best test of your knowledge of the material. At a mini- 
mum, candidates should work one of the more complex and difficult problems and simulations (e.g., pensions, statement 
of cash flows, consolidated financial statement worksheet) in each area or module. 

The multiple-choice questions and answers can be used in many ways. First, they may be used as a diagnostic evalu- 
ation of your knowledge. For example, before beginning to review deferred taxes you may wish to answer 10 to 15 
multiple-choice questions to determine your ability to answer CPA examination questions on deferred taxes. The apparent 
difficulty of the questions and the correctness of your answers will allow you to determine the necessary breadth and depth 
of your review. Additionally, exposure to examination questions prior to review and study of the material should provide 
motivation. You will develop a feel for your level of proficiency and an understanding of the scope and difficulty of past 
examination questions. Moreover, your review materials will explain concepts encountered in the diagnostic multiple- 
choice questions. 

Second, the multiple-choice questions can be used as a poststudy or postreview evaluation. You should attempt to 
understand all concepts mentioned (even in incorrect answers) as you answer the questions. Refer to the explanation of the 
answer for discussion of the alternatives even though you selected the correct response. Thus, you should read the explana- 
tion of the unofficial answer unless you completely understand the question and all of the alternative answers. 

Third, you may wish to use the multiple-choice questions as a primary study vehicle. This is probably the quickest but 
least thorough approach in preparing for the exam. Make a sincere effort to understand the question and to select the cor- 
rect response before referring to the unofficial answer and explanation. In many cases, the explanations will appear inad- 
equate because of your unfamiliarity with the topic. Always refer back to an appropriate study source, such as the outlines 
and text in this volume, your accounting textbooks, FASB pronouncements, etc. 

The multiple-choice questions outnumber the task-based simulations by greater than 10 to 1 in this book. This is simi- 
lar to the content of the new computer-based examination. One problem with so many multiple-choice questions is that 
you may overemphasize them. Candidates generally prefer to work multiple-choice questions because they are 

1 . Shorter and less time-consuming 

2. Solvable with less effort 

3. Less frustrating than task-based simulations 

Another problem with the large number of multiple-choice questions is that you may tend to become overly familiar 
with the questions. The result may be that you begin reading the facts and assumptions of previously studied questions into 
the questions on your examination. Guard against this potential problem by reading each multiple-choice question with 
extra care. 
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Beginning with the introduction of the computer-based examination, the AICPA began testing with simulations. 
Simulations released by the AICPA, prepared by the authors, and revised from prior CPA exam problems are incorporated 
in the modules to which they pertain. (See the listing of question material at the beginning of Chapter 5.) 

The questions and solutions in this volume provide you with an opportunity to diagnose and correct any exam-taking 
weaknesses prior to sitting for the examination. Continually analyze your incorrect solutions to determine the cause of the 
error(s) during your preparation for the exam. Treat each incorrect solution as a mistake that will not be repeated 
(especially on the examination). Also attempt to generalize your weaknesses so that you may change, reinforce, or develop 
new approaches to exam preparation and exam taking. 

After you have finished reviewing for the Financial Accounting and Reporting section of the exam, work the complete 
sample exam provided in Appendix B. 

SELF-STUDY PROGRAM 

CPA candidates generally find it difficult to organize and to complete their own self-study programs. A major problem is 
determining what and how to study. Another major problem is developing the self-discipline to stick to a study program. 
Relatedly, it is often difficult for CPA candidates to determine how much to study (i.e., determining when they are suffi- 
ciently prepared). 

The following suggestions will assist you in developing a systematic, comprehensive, and successful self-study pro- 
gram to help you complete the Financial Accounting and Reporting exam. 

Remember that these are only suggestions. You should modify them to suit your personality, available study time, and 
other constraints. Some of the suggestions may appear trivial, but CPA candidates generally need all the assistance they 
can get to systemize their study programs. 

Study Facilities and Available Time 

Locate study facilities that will be conducive to concentrated study. Factors that you should consider include 

1. Noise distraction 

2. Interruptions 

3. Lighting 

4. Availability (e.g., a local library is not available at 5:00 A.M.) 

5. Accessibility (e.g., your kitchen table vs. your local library) 

6. Desk or table space 

You will probably find different study facilities optimal for different times (e.g., your kitchen table during early morn- 
ing hours and local libraries during early evening hours). 

Next review your personal and professional commitments from now until the exam to determine regularly available 
study time. Formalize a schedule to which you can reasonably commit yourself. At the end of this chapter, you will find a 
detailed approach to managing your time available for the exam preparation program. 

Self-Evaluation 

The Wiley CPAexcel Exam Review 2014 Study Gude July: Financial Accounting and Reporting is partitioned into 
14 topics or modules. Since each module is clearly defined and should be studied separately, you have the task of prepar- 
ing for the Financial Accounting and Reporting section of the CPA exam by tackling 14 manageable tasks. Partitioning the 
overall project into 14 modules makes preparation psychologically easier, since you sense yourself completing one small 
step at a time rather than seemingly never completing one or a few large steps. 

By completing the following “Preliminary Estimate of Your Knowledge of Subject” inventory, organized by the 14 
modules in this program, you will tabulate your strong and weak areas at the beginning of your study program. This will 
help you budget your limited study time. Note that you should begin studying the material in each module by answer- 
ing up to 1/4 of the total multiple-choice questions covering that module’s topics (see Step 4. A. in the next section). This 
“mini-exam” should constitute a diagnostic evaluation as to the amount of review and study you need. 
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PRELIMINARY ESTIMATE OF YOUR PRESENT KNOWLEDGE OF SUBJECT* 



No. 


Module 


Proficient 


Fairly 

proficient 


Generally 

familiar 


Not 

familiar 


9 


Basic Theory and Financial Reporting 










10 


Inventory 










11 


Fixed Assets 










12 


Monetary Current Assets and Current Liabilities 










13 


Present Value 










14 


Deferred Taxes 










15 


Stockholders’ Equity 










16 


Investments 










17 


Statement of Cash Flows 










18 


Business Combinations and Consolidations 










19 


Derivative Instruments and Hedging Activities 










20 


Miscellaneous 










21 


Governmental (State and Local) Accounting 










22 


Not-for-Profit Accounting 











*The numbering of modules in this text commences with number 9 to correspond with the numbering system used in our two- volume set. 



Time Allocation 

The study program below entails an average of 80 hours (Step 5. below) of study time. The breakdown of total hours is 
indicated in the left margin. 



[2 1/2 hrs.] 
[1/2 hr.] 



[14 hrs.] 



[25 hrs.] 



1. Study Chapters 2-4 in this volume. These chapters are essential to your efficient preparation program. Time 
estimate includes candidate’s review of the examples of the solutions approach in Chapters 2 and 3. 

2. Begin Financial Accounting and Reporting by studying Chapter 5. 

3. Study one module at a time. The modules are listed above in the self-evaluation section. 

4. For each module 

A. First, review the listing of key terms at the end of the module. Then, work 1/4 of the multiple-choice 
questions (e.g., if there are 40 multiple-choice questions in a module, you should work every 4th 
question). Score yourself. This diagnostic routine will provide you with an index of your proficiency and 
familiarity with the type and difficulty of questions. 

Time estimate: 3 minutes each, not to exceed 1 hour total. 

B. Study the outlines and illustrations. Refer to outlines of authoritative pronouncements per instructions. 
Also refer to your accounting textbooks and original authoritative pronouncements (this will occur more 
frequently for topics in which you have a weak background). The outlines for each module are broken 
into smaller sections that you refer you to multiple choice questions to test your comprehension of the 
material. You may find this organization useful in breaking your study into smaller bites. 

Time estimate: 1 hour minimum per module, with more time devoted to topics less familiar to you. 
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[18 hrs.] 



[8 hrs.] 



C. Work the remaining multiple-choice questions. Study the explanations of the multiple-choice questions 
you missed or had trouble answering. 

Time estimate: 3 minutes to answer each question and 2 minutes to study the answer explanation of 
each question missed. 

D. Work the task-based simulations. 

Time estimate: 15 minutes for each problem and 10 minutes to study the answer explanations for each 
item missed. 



[5 hrs.] E. Under simulated exam conditions, work the questions and simulations in Appendices C and D. 

Time estimate: 5 hrs. 

[7 hrs.] F. Work through the sample CPA examination presented in Appendix B . The exam should be taken in one 

sitting. Take the examination under simulated exam conditions (i.e., in a strange place with other people 
present [e.g., your local municipal library or a computer lab]). Apply your solutions approach to each 
problem and your exam strategy to the overall exam. You should limit yourself to the time that you will 
have when taking the actual CPA exam section (4 hours for the Financial Accounting and Reporting 
section). Spend time afterwards grading your work and reviewing your effort. 

Time estimate: 6-7 hours to take the exam and review it later. 

5. The total suggested time of 80 hours is only an average. Allocation of time will vary candidate by candidate. 
Time requirements vary due to the diverse backgrounds and abilities of CPA candidates. 

Allocate your time so you gain the most proficiency in the least time. Remember that while 80 hours will 
be required, you should break the overall project down into 14 more manageable tasks. Do not study more 
than one module during each study session. 



Using Notecards 



Below are one candidate’s notecards on financial accounting and reporting topics which illustrate how key definitions, 
formulas, lists, etc. can be summarized on index cards for quick review. Since candidates can take these anywhere they go, 
they are a very efficient review tool. 



Busti/cess ComMnatiows 



Must use purchase method 

PM'/, differential may haw goodwill CN1 from. 

date of cvmlmatioK 



Accounttiia Ckames 


Prospective 

treat. 


Restate 

PS 


A tit estimate 


Y 


N 


A tit Principle 


N 


Y 


A tit reporting entity 


N 


Y 



Prepared by Greg Graber, CPA, former student, Northern Illinois University 



Level of Proficiency Required 

What level of proficiency must you develop with respect to each of the topics to pass the exam? You should work toward 
a minimum correct rate on the multiple-choice questions of 80%. Working towards these correct rates or higher ones for 
Financial Accounting and Reporting will allow for a margin. 

Warning: Disproportional study time devoted to multiple-choice (relative to simulations) can be disastrous on the 
exam. You should work a substantial number of task-based simulations under exam conditions, even though multiple- 
choice questions are easier to work and are used to gauge your proficiency. The authors believe that practicing task-based 
simulations will also improve your proficiency on the multiple-choice questions. 

Multiple- Choice Feedback 

One of the benefits of working through previous exam questions is that it helps you to identify your weak areas. Once you 
have graded your answers, your strong areas and weak areas should be clearly evident. Yet, the important point here is that 
you should not stop at a simple percentage evaluation. The percentage only provides general feedback about your knowl- 
edge of the material contained within that particular module. The percentage does not give you any specific feedback 
regarding the concepts which were tested. In order to get this feedback, you should look at the questions missed on an 
individual basis because this will help you gain a better understanding of why you missed the question. 
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This feedback process has been facilitated by the fact that within each module where the multiple-choice answer key 
appears, two blank lines have been inserted next to the multiple-choice answers. As you grade the multiple-choice ques- 
tions, mark those questions which you have missed. However, instead of just marking the questions right and wrong, you 
should now focus on marking the questions in a manner which identifies why you missed the question. As an example, 
a candidate could mark the questions in the following manner: / for math mistakes, x for conceptual mistakes, and ? for 
areas which the candidate was unfamiliar with. The candidate should then correct these mistakes by reworking through the 
marked questions. 

The objective of this marking technique is to help you identify your weak areas and thus, the concepts which you 
should be focusing on. While it is still important for you to get between 75% and 80% correct when working multiple- 
choice questions, it is more important for you to understand the concepts. This understanding applies to both the questions 
answered correctly and those answered incorrectly. Remember, questions on the CPA exam will be different from the 
questions in the book, however, the concepts will be the same. Therefore, your preparation should focus on understanding 
concepts, not just getting the correct answer. 

Conditional Candidates 

If you have received conditional status on the examination, you must concentrate on the remaining section(s). 
Unfortunately, many candidates do not study after conditioning the exam, relying on luck to get them through the remain- 
ing section(s). Conditional candidates will find that material contained in Chapters 1-5 and the information contained in 
the appropriate modules will benefit them in preparing for the remaining section(s) of the examination. 

PLANNING FOR THE EXAMINATION 
Overall Strategy 

An overriding concern should be an orderly, systematic approach toward both your preparation program and your exami- 
nation strategy. A major objective should be to avoid any surprises or anything else that would rattle you during the exami- 
nation. In other words, you want to he in complete control as much as possible. Control is of paramount importance from 
both positive and negative viewpoints. The presence of control on your part will add to your confidence and your ability 
to prepare for and take the exam. Moreover, the presence of control will make your preparation program more enjoyable 
(or at least less distasteful). On the other hand, a lack of organization will result in inefficiency in preparing and taking the 
examination, with a highly predictable outcome. Likewise, distractions during the examination (e.g., inadequate lodging, 
long drive) are generally disastrous. 

In summary, establishing a systematic, orderly approach to taking the examination is of paramount importance. Follow 
these six steps: 

1 . Develop an overall strategy at the beginning of your preparation program (see below) 

2. Supplement your overall strategy with outlines of material tested on the Financial Accounting and Reporting exam 
(see Chapter 5) 

3. Supplement your overall strategy with an explicitly stated set of problem-solving procedures — the solutions 
approach 

4. Supplement your overall strategy with an explicitly stated approach to each examination session (see Chapter 4) 

5. Evaluate your preparation progress on a regular basis and prepare lists of things “to do” (see Weekly Review of 
Preparation Program Progress later in this section). 

6. RELAX: You can pass the exam. About 40 to 45% of the candidates taking a section of the CPA examination pass. 
But if you take out the individuals that did not adequately prepare, these percentages increase substantially. You 
will be one of those who pass if you complete an efficient preparation program and execute well (i.e., solutions 
approach and exam strategy) while taking the exam. 

The following outline is designed to provide you with a general framework of the tasks before you. You should tailor 
the outline to your needs by adding specific items and comments. 

A. Preparation Program (refer to Self-Study Program discussed previously) 

1 . Obtain and organize study materials 

2. Locate facilities conducive for studying and block out study time 

3. Develop your solutions approach (including solving task-based simulations as well as multiple-choice 
questions) 
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4. Prepare an examination strategy 

5. Study the material tested recently and prepare answers to actual exam questions on these topics under 
examination conditions 

6. Periodically evaluate your progress 

B. Physical Arrangements 

1. Apply to and obtain acceptance from your state board 

2. Schedule your testing location and time 

C. Taking the Examination (covered in detail in Chapter 4) 

1 . Become familiar with location of the test center and procedures 

2. Implement examination strategies and the solutions approach 



Weekly Review of Preparation Program Progress 

The following pages contain a hypothetical weekly review of program progress. You should prepare a similar progress 
chart. This procedure, which takes only about 5 minutes per week, will help you proceed through a more efficient, com- 
plete preparation program. 

Make notes of materials and topics 



1 . That you have studied 

2. That you have completed 

3. That need additional study 



Weeks to go 



Comments on progress, “to do” items, etc. 
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10 



9 



6 



1) Bead Basic Theory and Financial Brporting Module 

2) Made notecards 

3 ) Worked the MC Questions and Task-based Simudations, on. a. sample basis 

4) Need to work Task-based simulations using the solutions approach 

1 ) Bead Fixed Assets and Stockholders’ Equity Modules 

2 ) Made notecards 

3 ) Bead the SFAS and APB outlines tkai correspond to these topics 

4) Briefly looked over the MC for both modules 

1) Bead Monetary Current Assets and Current LUbilities Module 

2) Made notecards 

3 ) Bead the corresponding SFAS/ APB outlines 

4) Worked the MC Questions and Task-based simulations -for Fixed Assets, 

Stockholders’ Equity, and Monetary CA/CL 

1) Bead the Inventory and Statement of Cash Flows Modules 

2) Made notecards 

3 ) Skimmed the SFAS and APB outlines, taking notes of important areas 

4) Worked the MC Questions and Task-based sdmulaEons 

1 ) Bead the Present: Value Module 

2 ) Made notecards 

3) Studied the SFASs and APBs on leases and pensions 

4) Completed the MC Questions and Task-based stimulations 

1) Bead Deferred Taxes Module 

2) Made notecards 

3) Bead the corresponding SFAS and APB outlines 

4) Worked the MC Questions and Task-based simulations 

1) Bead the Derivative Instruments and Hedging Activities and Mkceilaneous Modules 

2 ) Made notecards 

3 ) Bead the corresponding SFAS and APB outlines 

4) Worked the MC Questions and Task-based simulations for these modules 

5) Confident -with these mods; only need a quick review 
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1 ) Read Investments Module 
$ Z) Made notecards 

3) Read the cerrespmdmsj SPAS and APB outlines 

4) Worked the MC Questions Mid Task-based simulations 

1 ) Read the Business Combinations and Consolidations Module 
^ Z) Reviewed consolidations in an advanced arcountintj teoCtbook 

3 ) Made notecards 

4) Worked the MC Questions and Task-based simulations 

3 1 ) Took Financial Accoimtincj and Reportincj Sample Exam 

2 1) Reviewed aUprior topics, picking out a. few MC for earktopic and -working them out 

Z ) Did a statement of cask flows 

I 1) Reviewed notecards and STAS and ARB outlines 

Z ) Worked MC from Deferred Taxes and Stockholders’ Equity Modules 

0 1 ) Tried to rdax and review topics 

Time Management of Your Preparation 

As you begin your CPA exam preparation, you obviously realize that there is a large amount of material to cover over the 
course of the next two to three months. Therefore, it is very important for you to organize your calendar, and maybe even 
your daily routine, so that you can allocate sufficient time to studying. An organized approach to your preparation is much 
more effective than a final week cram session. An organized approach also builds up the confidence necessary to succeed 
on the CPA exam. 

An approach which we have already suggested is to develop weekly “to do” lists. This technique helps you to establish 
intermediate objectives and goals as you progress through your study plan. You can then focus your efforts on small tasks 
and not feel overwhelmed by the entire process. And as you accomplish these tasks you will see yourself moving one step 
closer to realizing the overall goal, succeeding on the CPA exam. 

Note, however, that the underlying assumption of this approach is that you have found the time during the week to 
study and thus accomplish the different tasks. Although this is an obvious step, it is still a very important step. Your exam 
preparation should be of a continuous nature and not one that jumps around the calendar. Therefore, you should strive to 
find available study time within your daily schedule, which can be utilized on a consistent basis. For example, everyone 
has certain hours of the day which are already committed for activities such as jobs, classes, and, of course, sleep. There 
is also going to be the time you spend relaxing because CPA candidates should try to maintain some balance in their lives. 
Sometimes too much studying can be counterproductive. But there will be some time available to you for studying and 
working through the questions. Block off this available time and use it only for exam prep. Use the time to accomplish 
your weekly tasks and to keep yourself committed to the process. After a while your preparation will develop into a habit 
and the preparation will not seem as overwhelming as it once did. 
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All State Boards of Accountancy use the AICPA advisory grading service. As your grade is to be determined by this 
process, it is very important that you understand the AICPA grading process and its implications for your preparation 
program and for the solution techniques you will use during the examination. 

The AICPA has a full-time staff of CPA examination personnel under the supervision of the AICPA Board of 
Examiners, which has the responsibility for the CPA examination. 

This chapter contains a description of the AICPA grading process, including a determination of the passing standard. 

Setting the Passing Standard of the Uniform CPA Examination 

As a part of the development of any licensing process, the passing score on the licensing examination must be established. 
This passing score must be set to distinguish candidates who are qualified to practice from those who are not. After con- 
ducting a number of studies of methods to determine passing scores, the Board of Examiners decided to use candidate- 
centered methods to set passing scores for the computer-based Uniform CPA Examination. In candidate-centered methods, 
the focus is on looking at actual candidate answers and making judgments about which sets of answers represent the 
answers of qualified entry-level CPAs. To make these determinations, the AICPA convened panels of CPAs to examine 
candidate responses and set the passing scores for multiple-choice questions and simulations. The data from these panels 
provide the basis for the development of question and problem points (relative weightings). As with the previous 
pencil-and-paper exam, a passing score on the computer-based examination is 75%. 

Grading the Examination 

All of the responses on the computer-based Financial Accounting and Reporting CPA exam are objective in nature. 
Obviously, this includes the responses to the multiple-choice questions. However, it also includes the responses to the 
requirements of simulations. Requirements of simulations include responses involving pull-down selection, entries into 
spreadsheets, form completion, graphical responses, and drag and drop. All of these responses are computer graded. 
Therefore, no consideration is given to any comments or explanations outside of the structured responses. 

Multiple- Choice Grading 

Financial Accounting and Reporting exams contain three multiple-choice testlets of 30 questions each. A few of these 
questions will be pretest questions that will not be considered in the candidate’s score, but there is no way of determining 
which are the pretest questions. Also, the possible score on a question and on a testlet will vary based on the difficulty of 
the questions. The makeup of the second testlet provided to a candidate will be determined based upon the candidate’s per- 
formance on the first testlet, and the makeup of the third testlet will be determined by the candidate’s performance on the 
first two testlets. Therefore, you should not be discouraged if you get a difficult set of questions; it may merely mean that 
you performed very well on the previous testlet(s). Also, you will receive more raw points for hard and medium questions 
than for easy questions. 

Your grade on the multiple-choice questions is based on the total number of correct answers weighted by their diffi- 
culty (and with no penalty for incorrect answers). As mentioned earlier, several of the multiple-choice questions are pretest 
items that are not included in the candidate’s grade. 

Task-Based Simulation Grading 

As indicated previously, all of the responses to the simulations are computer graded. They will typically involve checking 
a box, selecting a response from a list, or dragging and dropping an answer. 
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Requesting a Score Review 

For an additional fee, you may request a score review. A score review is a verification of your score making certain that the 
approved answer key was used. Because the AICPA grades your exam at least twice as a part of its normal process, it is 
unlikely that you will get an adjustment to your score. You should contact the applicable board of accountancy to request a 
score review. 
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The solutions approach is a systematic problem-solving methodology. The purpose is to assure efficient, complete 
solutions to CPA exam questions, some of which are complex and confusing relative to most undergraduate accounting 
questions. This is especially true with regard to the new Simulation type problems. Unfortunately, there appears to be a 
widespread lack of emphasis on problem-solving techniques in accounting courses. Most accounting books and courses 
merely provide solutions to specific types of problems. Memorization of these solutions for examinations and prepara- 
tion of homework problems from examples is “cookbooking.” “Cookbooking” is perhaps a necessary step in the learning 
process, but it is certainly not sufficient training for the complexities of the business world. Professional accountants need 
to be adaptive to a rapidly changing, complex environment. For example, CPAs have been called on to interpret and issue 
reports on new concepts such as price controls, energy allocations, and new taxes. These CPAs rely on their problem- 
solving expertise to understand these problems and to formulate solutions to them. 

The steps outlined below are only one of many possible series of solution steps. Admittedly, the procedures suggested 
are very structured; thus, you should adapt the suggestions to your needs. You may find that some steps are occasionally 
unnecessary, or that certain additional procedures increase your problem-solving efficiency. Whatever the case, substantial 
time should be allocated to developing an efficient solutions approach before taking the examination. You should develop 
your solutions approach by working questions and problems. 

Note that the steps below relate to any specific question or simulation; overall examination strategies are discussed in 
Chapter 4. Remember, the Financial Accounting and Reporting exam will consist of 3 multiple choice testlets containing 
30 questions each, and 1 simulation testlet consisting of 7 task-based simulations. 

Multiple- Choice Screen Layout 

The following is a computer screenshot that illustrates the manner in which multiple-choice questions will be presented: 



A government entity is requir 



sh flows in which of the following finarK 



Governmental fund financial statements 




As indicated previously, multiple-choice questions will be presented in three individual testlets of 30 questions. 
Characteristics of the testlets of multiple-choice questions include the following: 

1. You may move freely within a particular testlet from one question to the next or back to previous questions until 
you click on the “Exit” button. Once you have indicated that you have finished the testlet by clicking on the “Exit” 
button and reconfirmed, you can never return to that set of questions. 

2. The button on the screen will allow you to “flag” a question for review if you wish to come back to it later. 
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3. A four- function computer calculator with an electronic tape is available as a tool. 

4. The time remaining for the entire exam section is shown on the screen. 

5. The questions will be shown at the bottom of the screen. You may navigate between questions by simply clicking 
on the question number. 

6. The “Help” button will provide you with help in navigating and completing the testlet. 

The previous screenshot was obtained from the AICPA’s sample exam at www.cpa-exam.org. Candidates are urged to 
complete the tutorial and other example questions on the AICPA’s website to obtain additional experience with computer- 
based testing. 

Multiple- Choice Question Solutions Approach 

1. Work individual questions in order. 

a. If a question appears lengthy or difficult, skip it until you can determine that extra time is available. Mark it for 
review to remind you to return to a question that you have skipped or need to review. 

2. Read the stem of the question without looking at the answers. 

a. The answers are sometimes misleading and may cause you to misread or misinterpret the question. 

3. Read each question carefully to determine the topical area. 

a. Study the requirements first so you know which data are important. 

b. Note keywords and important data. 

c. Identify pertinent information. 

d. Be especially careful to note when the requirement is an exception (e.g., “Which of the following is not 
characteristic of variables sampling?”). 

e. If a set of data is the basis for two or more questions, read the requirements of each of the questions first before 
beginning to work the first question (sometimes it is more efficient to work the questions out of order). 

f. Be alert to read questions as they are, not as you would like them to be. You may encounter a familiar looking 
item; do not jump to the conclusion that you know what the answer is without reading the question completely. 

4. Anticipate the answer before looking at the alternative answers. 

a. Recall the applicable principle (e.g., the criteria for identification of a capital lease). 

5. Read the answers and select the best alternative. 

6. Click on the correct answer (or your educated guess). 

7. After completing all of the questions including the ones flagged for review, click on the “Exit” button to 
close out the testlet. Remember, once you have closed out the testlet you can never return to it. 

Multiple- Choice Question Solutions Approach Example 

A good example of the multiple-choice solutions approach follows, using an actual multiple-choice question from a previ- 
ous CPA Exam. 

Inge Co. determined that the net value of its accounts receivable at December 31, 2008, based on an aging of the receivables, 
was $325,000. Additional information is as follows: 



Allowance for uncollectible accounts — 1/1/08 $30,000 



Uncollectible accounts written off during 2008 18,000 

Uncollectible accounts recovered during 2008 2,000 



Accounts receivable at 12/31/08 



350,000 



For 2008, what would be Inge’s uncollectible accounts expense? 



AR 



Allow. 




$5,000 

$11,000 



18 



30 



c. $15,000 

d. $21,000 



350 



2 



25 



Step 3: 

Topical area? Bad debt expense 
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Step 4A: 

Principle? Recognize that uncollectible accounts are debited to the allowance account 

Currently, all multiple-choice questions are scored based on the number correct, weighted by a difficulty rating (i.e., 
there is no penalty for guessing). The rationale is that a “good guess” indicates knowledge. Thus, you should answer all 
multiple-choice questions. 

Task-Based Simulations 

Simulations are case-based problems designed to 

• Test integrated knowledge 

• More closely replicate real-world problems 

• Assess research, and other skills 

Any of the following types of responses might be required on simulation parts: 

• Drop-down selection 

• Numeric and monetary inputs 

• Formula answers 

• Check box response 

• Enter spreadsheet formulas 

• Research results 

The following screenshot illustrates a simulation that requires the candidate to complete a journal entry by selecting 
from a list of accounts and inputting amounts. 
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The following screenshot illustrates a simulation that requires selection from a pull-down list. 




To complete the simulations, candidates are provided with a number of tools, including 

• A four-function computer calculator with an electronic tape 

• Scratch spreadsheet 

• The ability to split windows horizontally or vertically to show two tabs on the screen (e.g., you can examine the 

situation tab in one window and a requirement tab in a second window) 

• Access to professional literature databases to answer research requirements 

• Copy and paste functions 

In addition, the resource tab provides other resources that may be needed to complete the problem. For example, a 
resource tab might contain a present value table for use in answering a lease problem. 

A window on the screen shows the time remaining for the entire exam and the “Help” button provides instructions for 
navigating the simulation and completing the requirements. 

The AICPA has introduced a new simulation interface which is illustrated in this manual. You are urged to complete the 
tutorial and other sample tests that are on the AICPA’s website (www.cpa-exam.org) to obtain additional experience with 
the interface and computer-based testing. 

Task-Based Simulations Solutions Approach 

The following solutions approach is suggested for answering simulations: 

1 . Review the entire background and problem. Get a feel for the topical area and related concepts that are 
being tested. Even though the format of the question may vary, the exam continues to test your understanding 
of applicable principles or concepts. Relax, take a deep breath, and determine your strategy for conquering the 
simulation. 

2. Identify the requirements of the simulation. This step will help you focus in more quickly on the solution(s) 
without wasting time reading irrelevant material. 

3. Study the items to be answered. As you do this and become familiar with the topical area being tested, you 
should review the concepts of that area. This will help you organize your thoughts so that you can relate logically 
the requirements of the simulation with the applicable concepts. 

4. Use the scratch paper (which will be provided) and the spreadsheet and calculator tools to assist you in 
answering the simulation. 
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The following screenshots explain how the spreadsheet operates. 



B e m 



□ n 




The spreadsheet allows the use of formulas. There are two tools available to help create a f 
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Research Simulations 

One of the seven simulations on the Auditing and Attestation exam will be a research simulation. Research simulations 
require candidates to search the professional literature in electronic format and input the reference to the results. In the 
Financial Accounting and Reporting section the professional literature database includes 

• The FASB Accounting Standards Codification 
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The following screenshot is from the research interface that was implemented in 201 1 . 




The professional literature may be searched using the table of contents, a keyword search, or an advanced search. If 
you use the search function you must spell the term or terms correctly. In using the table of contents, you simply click 
on the applicable standards and it expands to the next level of detail. By continuing to drill down you will get to the topic 
or professional standard that provides the solution to the requirement. 

The following screenshot illustrates the advanced search function. 
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Once you have found the correct passage in the literature, you must input the citation in the answer box. To facilitate 
this process you should use the split screen function to view the literature in one screen and the answer box in the other a 
in the following screenshot. 




If possible, it is important to get experience using the FASB Accounting Standards Codification System to sharpen 
your research skills. This database is available from the FASB and many colleges and universities have licenses for use 
online. In addition, CPA candidates can get a free six-month subscription to the online package of professional litera- 
ture used in the computerized CPA examination. Other students and recent graduates may subscribe at a special price. 
Subscriptions are available at www.cpa-exam.org. If that is not available, you should use the printed copy of the profes- 
sional standards to answer the research simulations in the manual. 

Chapter 5 of this book contains guidance on how to perform research on the Accounting Standards Codification 
database. 

Time Requirements for the Solutions Approach 

Many candidates bypass the solutions approach, because they feel it is too time-consuming. Actually, the solutions 
approach is a time-saver and, more importantly, it helps you prepare better solutions to all questions and simulations. 

Without committing yourself to using the solutions approach, try it step-by-step on several questions and simulations. 
After you conscientiously go through the step-by-step routine a few times, you will begin to adopt and modify aspects of 
the technique which will benefit you. Subsequent usage will become subconscious and painless. The important point is 
that you must try the solutions approach several times to accrue any benefits. 

In summary, the solutions approach may appear foreign and somewhat cumbersome. At the same time, if you have 
worked through the material in this chapter, you should have some appreciation for it. Develop the solutions approach by 
writing down the steps in the solutions approach at the beginning of this chapter, and keep them before you as you work 
CPA exam questions and problems. Remember that even though the suggested procedures appear very structured and 
time-consuming, integration of these procedures into your own style of problem solving will help improve your solutions 
approach. The next chapter discusses strategies for the overall examination. 
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This chapter is concerned with developing an examination strategy (e.g., how to cope with the environment at the Test 
Center, time management, etc.). 

EXAMINATION STRATEGIES 

Your performance during the examination is final and not subject to revision. While you may sit for the examination again 
if you are unsuccessful, the majority of your preparation will have to be repeated, requiring substantial, additional amounts 
of time. Thus, examination strategies (discussed in this chapter) that maximize your exam-taking efficiency are very 
important. 

Getting “Psyched Up” 

The CPA exam is quite challenging and worthy of your best effort. Explicitly develop your own psychological strategy to 
get yourself “up” for the exam. Pace your study program such that you will be able to operate at peak performance when 
you are actually taking the exam. Many candidates give up because they have a bad day or encounter a rough problem. 

A significant advantage of the computerized exam is that if you have scheduled early in a testing window and do not feel 
well, you can reschedule your sitting. However, once you start the exam you cannot retake it in the same testing window, 
so do not leave the exam early. Do the best you can. 

Lodging, Meals, Exercise 

If you must travel to the test center, make advance reservations for comfortable lodging convenient to the test center. Do 
not stay with friends, relatives, etc. Both uninterrupted sleep and total concentration on the exam are a must. Consider the 
following in making your lodging plans: 

1. Proximity to the test center 

2. Availability of meals and snacks 

3. Recreational facilities 

Plan your meal schedule to provide maximum energy and alertness during the day and maximum rest at night. Do not 
experiment with new foods, drinks, etc., around your scheduled date. Within reasonable limits, observe your normal eat- 
ing and drinking habits. Recognize that overconsumption of coffee during the exam could lead to a hyperactive state and 
disaster. Likewise, overindulgence in alcohol to overcome nervousness and to induce sleep the night before might contrib- 
ute to other difficulties the following morning. 

Tenseness should be expected before and during the examination. Rely on a regular exercise program to unwind at the 
end of the day. As you select your lodging for the examination, try to accommodate your exercise pleasure (e.g., running, 
swimming, etc.). 

To relieve tension or stress while studying, try breathing or stretching exercises. Use these exercises before and during the 
examination to start and to keep your adrenaline flowing. Remain determined not to have to sit for the section another time. 

In summary, the examination is likely to be both rigorous and fatiguing. Expect it and prepare for it by getting in shape, 
planning methods of relaxation during the exam and in the evening before, and finally, building the confidence and compe- 
tence to successfully complete the exam. 

Test Center and Procedures 

If possible, visit the test center before the examination to assure knowledge of the location. Remember: no surprises. 
Having a general familiarity with the center will lessen anxiety prior to the examination. Talking to a recent veteran of 
the examination will give you background for the general examination procedures. You must arrive at the test center 
30 minutes before your scheduled time. 



27 





28 



Chapter 4: Taking The Examination 



Upon completion of check-in at the test location, the candidate 

• Is seated at a designated workstation 

• Begins the exam after proctor launches the session 

• Is monitored hy a Test Center Administrator 

• Is videotaped 

If you have any remaining questions regarding examination procedure, call or write your state board or go to 
Prometric’s website at www.prometric.com/cpa. 

Allocation of Time 

Budget your time. Time should be carefully allocated in an attempt to maximize points per minute. While you must 
develop your own strategy with respect to time allocation, some suggestions may he useful. First, consider the Financial 
Accounting and Reporting examination, which is 240 minutes long. Allocate 5 minutes to reading the instructions. When 
you begin the exam you will be given an inventory of the total number of testlets and simulations, including the suggested 
times. Budget your time based on this inventory. 

Plan on spending about U/i to 2 minutes working each of the individual multiple-choice questions. The time allocated 
to the simulations will vary. Plan on spending about 1 l A to IV 2 hours on the simulations testlet. 

Techniques for Time Management 

The Financial Accounting and Reporting section contains three testlets of multiple-choice questions with 30 questions 
each. As you complete each testlet keep track of how you performed in relation to the AICPA suggested times. The 
Financial and Reporting section will also have a testlet with seven task-based simulations. After you finish the multiple- 
choice testlets, budget your time for the simulations based on your remaining time and the AICPA suggested times. 
Remember that you alone control watching your progress towards successfully completing this exam. 

Examination Rules 

1 . Prior to the start of the examination, you will be required to accept a Confidentiality and Break Policy Statement. 

2. You must not bring any personal/unauthorized items into the testing room. Such items include but are not limited 
to outerwear, hats, food, drinks, purses, briefcases, notebooks, pagers, watches, cellular telephones, recording 
devices, and photographic equipment. You will be asked to empty and turn your pockets inside out prior to every 
entry into the test room to confirm that you have no prohibited items. Lockers are provided for storage of personal 
items. 

3. Breaks may be taken at any time between testlets. However, your exam time continues to run while you take 
the break. 

4. If you need access to an item stored in the test center during a break such as food or medicine, you must inform 
the Test Center Administrator before you retrieve the item. You are not allowed to access a prohibited item. 

5. Any reference during the examination to books or other materials or the exchange of information with other 
persons shall be considered misconduct sufficient to bar you from further participation in the examination. 

6. Penalties will be imposed on any candidate who is caught cheating before, during, or after the examination. These 
penalties may include expulsion from the examination, denial of applications for future examinations, and civil or 
criminal penalties. 

7. You may not leave the examination room with any notes about the examination. 

Refer to the brochure CPA Candidate Bulletin for other rules. 

CPA EXAM CHECKLIST 

One week before you are scheduled to sit 

1. Look over major topical areas, concentrating on schedule formats and the information flow of the formats. 

For example: 

Accounting Changes and Error Correction 
Income Statement Format 
Long-Term Construction Accounting 
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Inventory Methods 
Investments 

Lessee-Lessor Accounting 
Statement of Cash Flows 
Derivatives and Hedging 

2. If time permits, work through a few questions in your weakest areas so that techniques/concepts are fresh in 

your mind. 

3. Assemble notecards and key outlines of major topical areas into a manageable “last review” notebook to be taken 

with you to the exam. 

What to bring 

1 . Notice to Schedule (NTS) — You must bring the proper NTS with you. 

2. Identification — Bring two valid forms of ID. One must be government issued. The name on the ID must match 

exactly the name on the NTS. The CPA Candidate bulletin lists valid primary and secondary IDs. 

3. Hotel confirmation — (if you must travel). 

4. Cash — Payment for anything by personal check is rarely accepted. 

5. Major credit card — American Express, MasterCard, Visa, etc. 

6. Alarm clock — This is too important an event to trust to a hotel wake-up call that might be overlooked. 

7. Clothing — Should be comfortable and layered to suit the possible temperature range in the testing room. 

8. Earplugs — Even though examinations are being given, there may be constant activity in the testing room 

(e.g., people walking around, rustling of paper, clicking of keyboards, people coughing, etc.). The use of earplugs 
may block out some of this distraction and help you concentrate better. 

9. Other — Any “last review” materials. 

Evening before exam 

1. Reviewing the evening before the exam could earn you the extra points needed to pass a section. Just keep this 
last-minute effort in perspective and do not panic yourself into staying up all night trying to cover every possible 
point. This could lead to disaster by sapping your body of the endurance needed to attack questions creatively 
during the next day. 

2. Before taking the Financial Accounting and Reporting section, scan the general schedule formats to imprint the 
flow of information on your mind (e.g., income statement, statement of cash flows, and lease formats, etc.). 

3. Read over key notecards or the most important outlines on topics in which you feel deficient. 

4. Go over mnemonics and acronyms you have developed as study aids. Test yourself by writing out the letters on 
paper while verbally giving a brief explanation of what the letters stand for. 

5. Scan outlines of SFAC 1, 2, 5, 6, 7 and any other notes pertinent to answering conceptual questions to imprint 
keywords. 

6. Set your alarm and get a good night’s rest! Being well rested will permit you to meet the day’s challenge with a 
fresh hurst of creative energy. 

Exam-taking strategy 

1. Review the AICPA suggested times for the testlets to plan your time allocation during the exam. 

2. Do not spend an excess amount of time on the introductory screens. If you take longer than 10 minutes on these 
screens, the test session will automatically terminate. If the exam session terminates, it will not he possible to 
restart the examination and you will have to reapply to take the section. 

3. Report equipment/software issues to the test center staff immediately. Do not attempt to correct the problem 
yourself and do not use examination time thinking about it before reporting it. Remind the test center staff 
to file a report describing the problem. The test center staff should be able to handle any equipment or 
software problems. However, if you believe the problem was not handled appropriately, contact NASBA at 
candidatecare@nasba.org. 

4. Report any concerns about test questions to test center staff after you have completed the session. The members of 
the test center staff know nothing about the CPA Examination content. The test center staff can report the issues to 
the AICPA. You should also report concerns about the questions in writing to the AICPA (Fax to [609] 671-2922). 
If possible, the question and testlet numbers should be included in the fax. 
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5. In the event of a power outage or incident requiring a restart, the computer clock will stop and you will not lose 
examination time. Your responses up to the time of the restart will not be lost as responses are saved at frequent 
intervals throughout the examination. 

6. If you have questions about the examination software functions (e.g., the transfer function), you should read 
the instructions and “Help” tab information. The test center staff is not familiar with the functioning of the 
examination software and, therefore, will not be able to help you. 

7. The crucial technique to use for multiple-choice questions is to read through each question stem carefully, noting 
keywords such as “fair value,” “contingent,” “other comprehensive income,” etc. Then read each choice carefully 
before you start eliminating inappropriate answers. Often the first or second answer may sound correct, but a later 
answer may be more correct. Be discriminating! Reread the question and choose the best answer. 

8. If you are struggling with questions beyond a minute or two, use the strategy of dividing multiple-choice questions 
into two categories. 

a. Questions for which you know you lack knowledge to answer: Drawing from any responses you have, narrow 
answers down to as few as possible, then make an educated guess. 

b. Questions for which you feel you should be getting the correct answer: Mark the question for review. Your 
mental block may clear, or you may spot a simple error in logic that will be corrected when you rereview the 
question. 

9. Remember: Never change a first impulse answer later unless you are absolutely certain you are right. It is a proven 
fact that your subconscious often guides you to the correct answer. 

10. Begin the tasked-based simulations, carefully monitoring your time. Read the information and requirement tabs 
and organize your thoughts around the concepts, mnemonics, acronyms, and buzzwords that are responsive to 
the requirements. Constantly compare your progress with the time remaining. Fight the urge to complete one 
simulation at the expense of others. 

11. Each test may include a simulation requirement or question for which you may feel unprepared. Accept the 
challenge and go after the points! Draw from all your resources. Ask yourself how GAAP would be applied to 
similar situations, scan the simulation questions for clues, look for relationships in all the available resources 
given in the problem, try “backing into” the question from another angle, etc. Every simulation (no matter how 
impossible it may look at first glance) contains some points that are yours for the taking. Make your best effort. 
You may be on the right track and not even know it! 

12. Constantly compare your progress with the time remaining. Never spend excessive amounts of time on one testlet 
or simulation. 

13. The cardinal rule is never, but never, leave an answer blank. 

After taking the examination 

1 . Retain the Confirmation of Attendance form issued after the examination because it provides valuable contact 
information. 

2. Report any examination incidents/concems in writing, even if the issues were already reported to test center staff. 

3. If you feel that the circumstances surrounding your test administration prevented you from performing at a level 
consistent with your knowledge and skills, immediately contact NASBA at candidatecare@nasba.org. 
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This chapter is written to help you review intermediate and advanced accounting (financial accounting) for the Financial 
Accounting and Reporting section of the exam. The AICPA Content Specification Outline of financial accounting coverage 
appears below. 

The chapter is organized along the lines of the traditional intermediate and advanced accounting texts. The topics are 
arranged per the 14 financial modules (as previously discussed). The objective is to provide you with the basic concepts, 
journal entries, and formulas for each topic and subtopic. Hopefully you will be able to expand, adapt, and apply the basics 
to specific problem situations as presented in multiple-choice questions and simulations appearing on the CPA exam. 

Keep in mind the importance of working questions and simulations under exam conditions as you study the basics set 
forth in this chapter. Refer to the multiple-choice questions, problems, and simulation problems on each of the financial 
accounting topics. 

As you work through this chapter, remember that there are many possible series of journal entries and account 
titles that can be used in accounting for a specific type of economic transaction (e.g., long-term construction contracts). 
Reconcile the approach illustrated in the chapter with the approach you studied as an undergraduate per your intermediate 
or advanced text. 

In this chapter, you will be referred frequently to the authoritative literature. As of July 1, 2009, the FASB Accounting 
Standards Codification is the single source of all US GAAP, except for the SEC authoritative literature. Task-based 
research simulations test research using the Accounting Standards Codification since 2011. 

AICPA CONTENT AND SKILLS SPECIFICATION 

The AICPA Content and Skills Specifications for the Uniform CPA Exam set forth the coverage of topics on the Financial 
Accounting and Reporting exam. This outline was issued by the AICPA and is effective beginning in 2014. The first part of 
the outline describes the topical coverage of the Financial Accounting and Reporting exam, and the second part provides 
some insights into the skills tested on all sections of the Uniform CPA exam. 

Content Specification Outlines (CSOs) 

The Financial Accounting and Reporting section tests knowledge and understanding of the financial reporting framework 
used by business enterprises, not-for-profit organizations, and governmental entities. The financial reporting frameworks 
that are included in this section are those issued by the standard setters identified in the references to these CSOs, which 
include standards issued by the Financial Accounting Standards Board, the International Accounting Standards Board, the 
US Securities and Exchange Commission, and the Governmental Accounting Standards Board. In addition to demonstrat- 
ing knowledge and understanding of accounting principles, candidates are required to demonstrate the skills required to 
apply that knowledge in performing financial reporting and other tasks as certified public accountants. To demonstrate 
such knowledge and skills, candidates will be expected to perform the following tasks: 

• Identify and understand the differences between financial statements prepared on the basis of accounting principles 
generally accepted in the United States of America (US GAAP) and International Financial Reporting Standards 
(IFRS). 

• Prepare and/or review source documents including account classification, and enter data into subsidiary and general 
ledgers. 

• Calculate amounts for financial statement components. 

• Reconcile the general ledger to the subsidiary ledgers or underlying account details. 

• Prepare account reconciliation and related schedules; analyze accounts for unusual fluctuations and make necessary 
adjustments. 

• Prepare consolidating and eliminating entries for the period. 

• Identify financial accounting and reporting methods and select those that are appropriate. 

• Prepare consolidated financial statements, including balance sheets, income statements, and statements of retained 
earnings, equity, comprehensive income, and cash flows. 

• Prepare appropriate notes to the financial statements. 
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• Analyze financial statements including analysis of accounts, variances, trends, and ratios. 

• Exercise judgment in the application of accounting principles. 

• Apply judgment to evaluate assumptions and methods underlying estimates, including fair value measures of financial 
statement components. 

• Produce required financial statement filings in order to meet regulatory or reporting requirements (e.g. Form 10-Q, 
10-K, Annual Report). 

• Determine appropriate accounting treatment for new or unusual transactions and evaluate the economic substance of 
transactions in making the determinations. 

• Research relevant professional literature. 

The outline below specifies the knowledge in which candidates are required to demonstrate proficiency: 

I. Conceptual Framework, Standards, Standard Setting, and Presentation of Financial Statements (17%-23%) 

A. Process by Which Accounting Standards are Set and Roles of Accounting Standard-Setting Bodies 

1. US Securities and Exchange Commission (SEC) 

2. Financial Accounting Standards Board (FASB) 

3. International Accounting Standards Board (IASB) 

4. Governmental Accounting Standards Board (GASB) 

B. Conceptual Framework 

1. Financial reporting by business entities 

2. Financial reporting by not-for-profit (nongovernmental) entities 

3. Financial reporting by state and local governmental entities 

C. Financial Reporting, Presentation and Disclosures in General-Purpose Financial Statements 

1. Balance sheet 

2. Income statement 

3. Statement of comprehensive income 

4. Statement of changes in equity 

5. Statement of cash flows 

6. Notes to financial statements 

7. Consolidated and combined financial statements 

8. First- time adoption of IFRS 

D. SEC Reporting Requirements (e.g. Form 10-Q, 10-K) 

E. Other Financial Statement Presentations, including Other Comprehensive Bases of Accounting (OCBOA) 

1. Cash basis 

2. Modified cash basis 

3. Income tax basis 

4. Personal financial statements 

5. Financial statements of employee benefit plans/trusts 

II. Financial Statement Accounts: Recognition, Measurement, Valuation, Calculation, Presentation, and 
Disclosures (27% -33%) 

A. Cash and Cash Equivalents 

B. Receivables 

C. Inventory 

D. Property, Plant, and Equipment 

E. Investments 

1. Financial assets at fair value through profit or loss 

2. Available-for-sale financial assets 

3. Held-to-maturity investments 

4. Joint ventures 

5. Equity method investments (investments in associates) 

6. Investment property 

F. Intangible Assets — Goodwill and Other 

G. Payables and Accrued Liabilities 

H. Deferred Revenue 
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I. Long-Term Debt (Financial Liabilities) 

1 . Notes payable 

2. Bonds payable 

3. Debt with conversion features and other options 

4. Modifications and extinguishments 

5. Troubled debt restructurings by debtors 

6. Debt covenant compliance 

J. Equity 

K. Revenue Recognition 

L. Costs and Expenses 

M. Compensation and Benefits 

1 . Compensated absences 

2. Deferred compensation arrangements 

3. Nonretirement postemployment benefits 

4. Retirement benefits 

5. Stock compensation (share-based payments) 

N. Income Taxes 

III. Specific Transactions, Events and Disclosures: Recognition, Measurement, Valuation, Calculation, 
Presentation, and Disclosures (27%-33%) 

A. Accounting Changes and Error Corrections 

B. Asset Retirement and Environmental Obligations 

C. Business Combinations 

D. Consolidation (Including Off-Balance Sheet Transactions, Variable-Interest Entities and Noncontrolling 
Interests) 

E. Contingencies, Commitments, and Guarantees (Provisions) 

F. Earnings Per Share 

G. Exit or Disposal Activities and Discontinued Operations 

H. Extraordinary and Unusual Items 

I. Fair Value Measurements, Disclosures, and Reporting 

J. Derivatives and Hedge Accounting 

K. Foreign Currency Transactions and Translation 

L. Impairment 

M. Interim Financial Reporting 

N. Leases 

O. Distinguishing Liabilities from Equity 

P. Nonmonetary Transactions (Barter Transactions) 

Q. Related Parties and Related Party Transactions 

R. Research and Development Costs 

S. Risks and Uncertainties 

T. Segment Reporting 

U. Software Costs 

V. Subsequent Events 

W. Transfers and Servicing of Financial Assets and Derecognition 

IV. Governmental Accounting and Reporting (8 % -12 % ) 

A. Governmental Accounting Concepts 

1 . Measurement focus and basis of accounting 

2. Fund accounting concepts and applications 

3. Budgetary accounting 

B. Format and Content of Comprehensive Annual Financial Report (CAFR) 

1 . Government- wide financial statements 

2. Governmental funds financial statements 

3. Proprietary funds financial statements 

4. Fiduciary funds financial statements 

5. Notes to financial statements 
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6. Management’s discussion and analysis 

7. Required supplementary information (RSI) other than Management’s Discussion and Analysis 

8. Combining statements and individual fund statements and schedules 

9. Deriving government-wide financial statements and reconciliation requirements 

C. Financial Reporting Entity, Including Blended and Discrete Component Units 

D. Typical Items and Specific Types of Transactions and Events: Recognition, Measurement, Valuation, 
Calculation, and Presentation in Governmental Entity Financial Statements 

1 . Net position and components thereof 

2. Fund balances and components thereof 

3. Capital assets and infrastructure assets 

4. General long-term liabilities 

5. Interfund activity, including transfers 

6. Nonexchange revenue transactions 

7. Expenditures 

8. Special items 

9. Encumbrances 

E. Accounting and Reporting for Governmental Not-for-Profit Organizations 
V. Not-for-Profit (Nongovernmental) Accounting and Reporting (8%-12%) 

A. Financial Statements 

1 . Statement of financial position 

2. Statement of activities 

3. Statement of cash flows 

4. Statement of functional expenses 

B. Typical Items and Specific Types of Transactions and Events: Recognition, Measurement, Valuation, 
Calculation, and Presentation in Financial Statements of Not-for-Profit Organizations 

1 . Support, revenues, and contributions 

2. Types of restrictions on resources 

3. Types of net assets 

4. Expenses, including depreciation and functional expenses 

5. Investments 

References — Financial Accounting and Reporting 

• Financial Accounting Standards Board (FASB) Accounting Standards Codification 

• Governmental Accounting Standards Board (GASB) Codification of Governmental Accounting and Financial 
Reporting Standards 

• Standards Issued by the US Securities and Exchange Commission (SEC): 

• Regulation S-X of the Code of Federal Regulations (17 CFR Part 210) 

• Financial Reporting Releases (FRR)/ Accounting Series Releases (ASR) 

• Interpretive Releases (IR) 

• SEC Staff Guidance in Staff Accounting Bulletins (SAB) 

• SEC Staff Guidance in EITF Topic D and SEC Staff Observer Comments 

• Regulation S-K of the Code of Federal Regulations 

• International Accounting Standards Board (IASB) International Financial Reporting Standards (IFRS), International 
Accounting Standards (IAS), and Interpretations 

• AICPA Auditing and Accounting Guides 

• Codification of Statements on Auditing Standards 

• AU-C Section 800, Special Considerations — Audits of Financial Statements Prepared in Accordance with Special 
Purpose Frameworks 

• Current textbooks on accounting for business enterprises, not-for-profit organizations, and governmental 
entities 

• FASB Concept Statements 

• GASB Concept Statements 

• The IASB Conceptual Framework for Financial Reporting 
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Skill Specification Outlines (SSOs) 

The Skill Specification Outlines (SSOs) identify the skills to be tested on the Uniform CPA Examination. There are three 
categories of skills, and the weightings will be implemented through the use of different question formats in the exam. For 
each of the question formats, a different set of tools will be available as resources to the candidates, who will need to use 
those tools to demonstrate proficiency in the applicable skills categories. 

Weights 

The percentage range assigned to each skill category will be used to determine the quantity of each type of question, as 
described below. The percentage range assigned to each skill category represents the approximate percentage to which 
that category of skills will be used in the different sections of the CPA Examination to assess proficiency. The ranges are 
designed to provide flexibility in building the examination, and the midpoints of the ranges for each section total 100%. 
No percentages are given for the bulleted descriptions included in these definitions. The presence of several groups within 
an area or several topics within a group does not imply equal importance or weight will be given to these bullets on an 
examination. 



Skills Category 


Weights 

(FAR, REG, AUD) 


Weights 

(BEC) 


Knowledge and Understanding 


50%-60% 


80%-90% 


Application of the Body of Knowledge 


40%-50% 


- 


Written Communication 


- 


10%-20% 



Knowledge and Understanding. Multiple-choice questions will be used as the proxy for assessing knowledge and 
understanding and will be based upon the content topics as outlined in the CSOs. Candidates will not have access to the 
authoritative literature, spreadsheets, or database tools while answering these questions. A calculator will be accessible for 
the candidates to use in performing calculations to demonstrate their understanding of the principles or subject matter. 

Application of the Body of Knowledge. Task-based simulations will be used as the proxy for assessing application 
of the body of knowledge and will be based upon the content topics as outlined in the CSOs. Candidates will have access 
to the authoritative literature, a calculator, spreadsheets, and other resources and tools which they will use to demonstrate 
proficiency in applying the body of knowledge. 

Written Communication will be assessed through the use of responses to essay questions, which will be based upon the 
content topics as outiined in the CSOs. Candidates will have access to a word processor, which includes a spell-check feature. 

Outlines 

The outlines below provide additional descriptions of the skills that are represented in each category. 

Knowledge and Understanding. Expertise and skills developed through learning processes, recall, and reading com- 
prehension. Knowledge is acquired through experience or education and is the theoretical or practical understanding of a 
subject; knowledge is also represented through awareness or familiarity with information gained by experience of a fact 
or situation. Understanding represents a higher level than simple knowledge and is the process of using concepts to deal 
adequately with given situations, facts, or circumstances. Understanding is the ability to recognize and comprehend the 
meaning of a particular concept. 

Application of the Body of Knowledge, Including Analysis, Judgment, Synthesis, Evaluation, and Research. 

Higher-level cognitive skills that require individuals to act or transform knowledge in some fashion. These skills are inex- 
tricably intertwined and thus are grouped into this single skill area. 

• Assess the Business Environment 

• Business Process Evaluation: Assessing and integrating information regarding a business’s operational structure, 
functions, processes, and procedures to develop a broad operational perspective; identify the need for new systems 
or changes to existing systems and/or processes. 

• Contextual Evaluation: Assessing and integrating information regarding client’s type of business or industry. 

• Strategic Analysis — Understanding the Business: Obtaining, assessing and integrating information on the entity’s 
strategic objectives, strategic management process, business environment, the nature of and value to customers, its 
products and services, extent of competition within its market space, etc.). 
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• Business Risk Assessment: Obtaining, assessing and integrating information on conditions and events that could 
impede the entity’s ability to achieve strategic objectives. 

• Visualize Abstract Descriptions: Organize and process symbols, pictures, graphs, objects, and other 
information. 

• Research 

• Identify the appropriate research question. 

• Identify key search terms for use in performing electronic searches through large volumes of data. 

• Search through large volumes of electronic data to find required information. 

• Organize information or data from multiple sources. 

• Integrate diverse sources of information to reach conclusions or make decisions. 

• Identify the appropriate authoritative guidance in applicable financial reporting frameworks and auditing standards 
for the accounting issue being evaluated. 

• Application of Technology 

• Using electronic spreadsheets to perform calculations, financial analysis, or other functions to analyze data. 

• Integration of technological applications and resources into work processes. 

• Using a variety of computer software and hardware systems to structure, utilize, and manage data. 

• Analysis 

• Review information to determine compliance with specified standards or criteria. 

• Use expectations, empirical data, and analytical methods to determine trends and variances. 

• Perform appropriate calculations on financial and nonfinancial data. 

• Recognize patterns of activity when reviewing large amounts of data or recognize breaks in patterns. 

• Interpretation of financial statement data for a given evaluation purpose. 

• Forecasting future financial statement data from historical financial statement data and other information. 

• Integrating primary financial statements: using data from all primary financial statements to uncover financial 
transactions, inconsistencies, or other information. 

• Complex Problem Solving and Judgment 

• Develop and understand goals, objectives, and strategies for dealing with potential issues, obstacles, or 
opportunities. 

• Analyze patterns of information and contextual factors to identify potential problems and their implications. 

• Devise and implement a plan of action appropriate for a given problem. 

• Apply professional skepticism, which is an attitude that includes a questioning mind and a critical assessment of 
information or evidence obtained. 

• Adapt strategies or planned actions in response to changing circumstances. 

• Identify and solve unstructured problems. 

• Develop reasonable hypotheses to answer a question or resolve a problem. 

• Formulate and examine alternative solutions in terms of their relative strengths and weaknesses, level of risk, and 
appropriateness for a given situation. 

• Develop creative ways of thinking about situations, problems, and opportunities to create insightful and sound 
solutions. 

• Develop logical conclusions through the use of inductive and deductive reasoning. 

• Apply knowledge of professional standards and laws, as well as legal, ethical, and regulatory issues. 

• Assess the need for consultations with other professionals when gray areas, or areas requiring specialized 
knowledge, are encountered. 

• Decision Making 

• Specify goals and constraints. 

• Generate alternatives. 

• Consider risks. 

• Evaluate and select the best alternative. 

• Organization, Efficiency, and Effectiveness 

• Use time effectively and efficiently. 

• Develop detailed work plans, schedule tasks and meetings, and delegate assignments and tasks. 

• Set priorities by determining the relevant urgency or importance of tasks and deciding the order in which they 
should be performed. 

• File and store information so that it can be found easily and used effectively. 
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Written Communication. The various skills involved in preparing written communication, including 

• Basic writing mechanics, such as grammar, spelling, word usage, punctuation, and sentence structure. 

• Effective business writing principles, including organization, clarity, and conciseness. 

• Exchange technical information and ideas with coworkers and other professionals to meet goals of job assignment. 

• Documentation: 

• Prepare documents and presentations that are concise, accurate, and supportive of the subject matter. 

• Document and cross-reference work performed and conclusions reached in a complete and accurate manner. 

• Assist client to recognize and understand implications of critical business issues by providing recommendations and 
informed opinions. 

• Persuade others to take recommended courses of action. 

• Follow directions. 

RESEARCHING FASB ACCOUNTING STANDARDS 

Research components of simulations in the Financial Accounting and Reporting section will involve a research database. 
Beginning in 2011, that database will be the FASB Accounting Standards Codification (ASC) 

Database Searching 

Searching a database consists of the following five steps: 

1 . Define the issue. What is the research question to be answered? 

2. Choose appropriate search technique. Select keywords that will locate the needed information or use the table of 
contents. 

3. Execute the search. Enter the keyword(s) or click on the table of contents item and complete the search. 

4. Evaluate the results. Evaluate the research to see if an answer has been found. If not, try a new search. 

5. Select an answer by clicking on one of the citations provided in the answer selections on the right-hand side of the 
screen. 

Advanced Searches 

The advanced search screen allows you to use Boolean concepts to perform more precise searches. Examples of searches 
that can be performed in the advanced search mode include 

1. Containing all these words — Allows you to retrieve sections that contain two or more specified words. 

2. Not containing any of these words — Allows you to retrieve sections that do not contain specific words. 

3. Containing one or more of these words — Allows you to retrieve sections that contain any one or more of the 
specified words. 

4. Containing these words near each other — Allows you to retrieve sections that contain words near to each other. 

The advanced search also allows you to select options for the search. One alternative allows you to retrieve alternative 
word terms. For example, using this approach with a search on the word “cost” would also retrieve sections containing 
the word “costing.” A synonyms option allows you to retrieve sections that contain words that mean the same as the speci- 
fied word. You also have the option to only search on the selected sections of the literature. 
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Module 9: Basic Theory and Financial Reporting 



Overview 

This module covers basic concepts such as the 
conceptual framework and revenue recognition, 
error correction such as counterbalancing and 
classification errors, accounting changes such as 
changes in principle and changes in estimates, and 
financial statements such as the income statement/ 
statement of profit or loss and balance sheet/ 
statement of position. Throughout the text, the 
terms income statement and statement of profit or 
loss and the terms balance sheet and statement of 
position may be used synonymously. 

US GAAP is the basis for financial reporting but 
it does not constitute a cohesive body of accounting 
theory. Concept Statements were issued to provide 
a theoretical framework for accounting standard 
development and a basis for financial reporting. 

As of July 1, 2009, the Accounting Standards 
Codification (ASC) became the single source for 
US GAAP. The relevant Accounting Standards 
Codification topic is indicated in the discussion 
with a cross-reference to the previous accounting 
literature (i.e., ARB, APB, SFAS, and SFAC). 
Appendix A of this text includes outlines of the 
pre-Codification standards with a cross reference to 
the appropriate Codification topics to help candi- 
dates transition to the FASB’s Accounting Standards 
Codification. Note these outlines appear in the fol- 
lowing sequence: ARB, APB, SFAS, and SFAC. 
Turn to each outline as directed and study the 
outline while reviewing the related journal entries, 
computations, etc. The appendix also contains a 
brief summary of applicable ASUs issued since the 
Codification inception. Detailed information within 
each ASU can be found throughout the text. 

The AICPA began testing International 
Financial Reporting Standards (IFRS) on January 
1, 2011. Coverage of international standards and 
outlines of the differences between US GAAP and 
IFRS are located at the end of each module. 
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A. Basic Concepts 

Basic concepts include theory, income determination, accruals, deferrals, and revenue recognition. 

1 . Basic Accounting Theory 

Effective July 1, 2009, the FASB’s Accounting Standards Codification became the single source of US 
GAAP for nongovernmental entities. 

a. The Accounting Standards Codification (ASC) replaced all previously issued non-SEC accounting literature. 
The Codification did not change GAAP, but merely restructured the existing accounting standards to provide 
one cohesive set of accounting standards. 
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(1) Included in the Codification is all GAAP, as well as relevant literature issued by the SEC. 

(2) The FASB issues Accounting Standards Updates (ASUs) to update the Codification. 



NOTE: To help the CPA candidate transition to the Accounting Standards Codification, the Codification 
citation is shown first, and the cross-reference to previous GAAP citations are shown in parentheses. 



b. Theory can be defined as a coherent set of hypothetical, conceptual, and pragmatic principles forming a 
general frame of reference for a field of inquiry; thus, accounting theory should be the basic principles of 
accounting rather than its practice (which GAAP describes or dictates). 

(1) Although GAAP is the current basis for financial reporting, it does not constitute a cohesive body of 
accounting theory. Generally, authoritative pronouncements have been the result of a problem-by- 
problem approach that have dealt with specific problems as they occur and are not predicated on an 
underlying body of theory. 

(2) Accounting has a definite need for conceptual theoretical structure if an authoritative body such as the 
FASB is to promulgate consistent standards. 

(3) A body of accounting theory should be the foundation of the standard- setting process and should 
provide guidance where no authoritative GAAP exists. 

(4) The FASB issued concept statements to develop a theoretical framework. As of December 2011, the 
FASB had issued eight concept statements to develop a frame of reference. 

(a) The purpose of the concept statements is “to set forth objectives and fundamental concepts that will 
be the basis for development of financial accounting and reporting guidance” (SFAC 8). In other 
words, the SFAC attempt to organize a framework that can serve as a reference point in formulating 
financial accounting standards. 



NOTE: The SFAC do not constitute authoritative GAAP and therefore are not part of the Codification. 



(b) Three concept statements have been superseded by other concept statements: SFAC 1 and SFAC 2 
were superseded by SFAC 8, and SFAC 3 was superseded by SFAC 6. The remaining concept state- 
ments are as follows: SFAC 4, Objectives of Financial Reporting of Nonbusiness Organizations; 
SFAC 5, Recognition and Measurement in Financial Statements; SFAC 6, Elements of Financial 
Statements; SFAC 7, Using Cash Flow Information and Present Value in Accounting 
Measurements; and SFAC 8, Conceptual Framework for Financial Reporting. 

(c) SFAC 8 is the most recent attempt to develop accounting theory as a joint project between the 
FASB and the International Accounting Standards Board (IASB). 

1) SFAC 8 contains two chapters of the revised conceptual framework and replaces SFACs 1 and 2. 

(a) Chapter 1, The Objective of General-Purpose Financial Reporting replaces SFAC 1. 

(b) Chapter 3, Qualitative Characteristics of Useful Financial Information, replaces SFAC 2. 

(d) As additional phases of the joint project between the FASB and the IASB are completed, the 
revised concept statements will be included as new chapters to SFAC 8. 

c. Financial Reporting. “The objective of general-purpose financial reporting is to provide financial infor- 
mation about the reporting entity that is useful to existing and potential investors, lenders, and other credi- 
tors in making decisions about providing resources to the entity” (SFAC 8). 



NOTE: Not all informational needs are met by accounting or financial reporting. 
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(1) The following diagram from SFAC 5 describes the information spectrum. 




*The SFAC 5 diagram has not been updated to reflect the issuance of SFAC 8. 

d. Components of the Conceptual Framework. The components of the conceptual framework for financial 
accounting and reporting include objectives, qualitative characteristics, elements, recognition, measurement, 
financial statements, earnings, funds flow, and liquidity. 

(1) The relationship between these components is illustrated in the following diagram from Financial State- 
ments and Other Means of Financial Reporting, an FASB Invitation to Comment. 

(a) In the diagram below, components to the left are more basic and those to the right depend on 
components to their left. Components are closely related to those above or below them. 

(b) The most basic component of the conceptual framework is the objectives. 

(1) The objectives underlie the other phases and are derived from the needs of those for whom 
financial information is intended. 

(2) The objectives provide a focal point for financial reporting by identifying what types of infor- 
mation are relevant. 



Conceptual Framework 
For Financial Accounting and Reporting 




EASUREMENT 



CASH FLOWS 
AND LIQUIDITY 
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(c) The qualitative characteristics also underlie most of the other phases. 

(1) They are the criteria to be used in choosing and evaluating accounting and reporting policies. 

(d) Elements of financial statements are the components from which financial statements are created. 
They include assets, liabilities, equity, investments by owners, distributions to owners, comprehen- 
sive income, revenues, expenses, gains, and losses. 

(e) In order to be included in financial statements, an element must meet criteria for recognition and 
possess an attribute which is relevant and can be reliably measured. 

(f) Finally, reporting and display considerations are concerned with what information should be pro- 
vided, who should provide it, and where it should be displayed. 

(g) How the financial statements (financial position, earnings, and cash flow) are presented is the focal 
point of this part of the conceptual framework project. 

(2) Objectives of Financial Reporting. (See outline of SFAC 8, Chapter 1, in Appendix A.) The objectives 
of general-purpose financial reporting focus on users of financial information. 

(a) The primary users of financial reporting are investors, lenders, and other creditors who must rely on 
reporting entities to provide information to them. 

(1) Although management is also interested in financial information, management does not rely on 
general-purpose reports because information can be obtained internally. 

(2) In addition, although other parties such as regulators and members of the public may use 
financial information, they are not considered primary users according to SFAC 8. 

(b) SFAC 8, Chapter 1, states that the objective of financial reporting is to provide 

(1) Information that is useful to potential and existing investors, lenders, and other creditors 
(primary users) 

(2) Information about the reporting entity’s economic resources and claims against the reporting entity 

(3) Changes in economic resources and claims 

(4) Financial performance reflected by accrual accounting 

(5) Financial performance reflected by past cash flow 

(6) Changes in economic resources and claims not resulting from financial performance 

(3) Qualitative Characteristics. (See outline of SFAC 8, Chapter 3, in Appendix A.) The qualitative 
characteristics also underlie the conceptual framework, but in a different way. While the objectives 
provide an overall basis, the qualitative characteristics establish criteria for selecting and evaluating 
accounting alternatives which will meet the objectives. In other words, information must possess the 
qualitative characteristics if that information is to fulfill the objectives. 

(a) SFAC 8 views these characteristics as a hierarchy of accounting qualities, as represented in the dia- 
gram below. 

(1) The diagram below reveals many important relationships. At the top is the cost-benefit 

constraint. If the benefits of information do not exceed the costs of providing that information, 
it would not be reported. At the bottom of the diagram is the materiality threshold. An item 
that is not material is not required to be disclosed. Although an item may possess the other 
qualitative characteristics for disclosure, it is not disclosed if it does not fall within the cost- 
benefit constraint or the materiality threshold. 
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A HIERARCHY OF ACCOUNTING QUALITIES 



Primary Users 
of Accounting 
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Characteristics 
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I Predictive 1 1 Confirmatory 1 

| Value | | Value | 


I Complete 1 1 Neutral 1 1 1 








I 1 



Comparability 
(consistency 
helps achieve 
comparability) 



Verifiability Timeliness Understandability 



Threshold for Materiality 

Recognition (Entity-specific and related to relevance) 



(b) The two fundamental qualitative characteristics of accounting information are relevance and faithful 
representation. 

(1) Relevant information is capable of making a difference in a user’s decision. Financial 
information is relevant if it has predictive value, confirmatory value, or both. 

(a) Predictive value requires that information be used to predict future outcomes. 

(b) Confirmatory value requires that information either confirms or changes prior evaluations. 

(c) An item is material if omitting it or misstating it could influence a user’s decision. 
Therefore, the materiality threshold relates to the qualitative characteristic of relevance. 

(2) Information has the quality of faithful representation if the information depicts what it 
purports to represent. A faithful representation should be complete, neutral, and free from error. 

(a) Completeness requires that information is presented or depicted in a way that users can 
understand the item being depicted. 

(b) Neutrality requires that the item is depicted without bias either favorably or unfavorably to users. 

(c) Free from error means that there are no errors or omissions in the information reported. 

(c) The enhancing qualitative characteristics of accounting information are comparability, verifiability, 
timeliness, and understandability. 

(1) Comparability enables users to identify and understand similarities and differences between 
items. 

(a) Consistency refers to the use of the same accounting methods in different periods. Con- 
sistency, therefore, helps achieve comparability because it helps the user make comparisons 
across different time periods. 

(2) Verifiability occurs when different sources reach consensus or agreement on an amount 
of representation of an item. Direct verification occurs through direct observation; indirect 
verification occurs by using techniques such as checking formulas or recalculating amounts. 
Although forward-looking information cannot be verified, the underlying assumptions. 
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methods, facts, and circumstances can be disclosed to help users determine if the information is 
useful. 

(3) Timelines requires that information is available to a decision maker when it is useful to make 
the decision. 

(4) Understandability involves classifying, characterizing, and presenting information clearly and 
concisely. Understandability assumes that a user has a reasonable knowledge of business and 
economic activities to comprehend financial reports. 

(4) Basic Elements. (See outline of SFAC 6 in Appendix A.) Elements of financial statements are the ten 
basic building blocks from which financial statements are constructed. These definitions are based upon 
the objectives of SFAC 8. They are intended to assure that users will receive decision-useful information 
about enterprise resources (assets), claims to those resources (liabilities and equity), and changes 
therein (the other seven elements). In order to be included in the statements, an item must qualify as an 
element, meet recognition criteria, and be measurable. 

(a) The meaning of financial statement elements depends on the conceptual view of earnings which is 
adopted. Two basic views are the asset-liability view and the revenue-expense view. 

(1) Under the asset-liability view , earnings are measured by the change (other than investments 
or withdrawals) in the net economic resources of an enterprise during a period. Therefore, 
definitions of assets and liabilities are the key under this view, and definitions of revenues, 
expenses, gains, and losses are secondary and are based on assets and liabilities. 

(2) The revenue-expense view holds that earnings are a measure of an enterprise’s effectiveness in 
using its inputs to obtain and sell outputs. Thus, definitions of revenues and expenses are basic 
to this view, and definitions of assets, liabilities, and other elements are derived from revenues 
and expenses. 

(b) The definitions of all ten elements are contained in the outline of SFAC 6. Let us examine one 
definition in more detail. 



EXAMPLE 

“Assets are probable future economic benefits obtained or controlled by a particular entity as a result of past transac- 
tions or events.” This definition is based on the objectives and qualities of SFAC 8. The overall thrust of the objec- 
tives — predicting and evaluating future cash flows — is reflected in the phrase “probable future economic benefits.” 
“Control by a particular entity” is crucial if reporting an item as an asset is to have decision usefulness (or relevance). 
The quality of reliability is assured by the phrase “as a result of past transactions.” Information is more verifiable, valid, 
and neutral (the components of reliability) if based on past transactions. A similar analysis can be applied to liabilities, 
equity, investments by owners, distributions to owners, comprehensive income, revenues, expenses, gains and losses. 



(c) SFAC 6 also defines some other concepts in addition to the ten elements. Especially important among 
these eleven additional concepts are accrual accounting, realization, recognition, and matching. 

(1) Realization and recognition are addressed by the FASB in SFAC 5. 

(2) The definition of accrual accounting is important because SFAC 8 stated that accrual 
accounting should be used since it provides a better indication of future cash flows than the 
cash basis. This is true because accrual accounting records transactions with cash consequences 
(involving future cash flows) as they occur, not when the cash actually moves. 

(3) Matching is referred to in most accounting literature as a principle, or fundamental law, of 
accounting. 

(5) Recognition and Measurement. (See outline of SFAC 5 in Appendix A.) Recognition principles 

establish criteria concerning when an element should be included in the statements, while measurement 
principles govern the valuation of those elements. 

(a) SFAC 5 established four fundamental recognition criteria: definitions, measurability, relevance, and 
reliability. If an item meets the definition of an element, can be reliably measured, is capable of 
making a difference in user decisions, and is verifiable, neutral, and representationally faithful, it 
should be included in the financial statements. 
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(b) Five different attributes are used to measure assets and liabilities in present practice. These are 
discussed below in an excerpt from SFAC 5. 

(1) Historical cost (historical proceeds). Property, plant, and equipment and most inventories are 
reported at their historical cost, which is the amount of cash, or its equivalent, paid to acquire 
an asset, commonly adjusted after acquisition for amortization or other allocations. Liabilities 
that involve obligations to provide goods or services to customers are generally reported at 
historical proceeds, which is the amount of cash, or its equivalent, received when the obligation 
was incurred and may be adjusted after acquisition for amortization or other allocations. 

(2) Current cost. Some inventories are reported at their current (replacement) cost, which is the 
amount of cash, or its equivalent, that would have to be paid if the same or an equivalent asset 
were acquired currently. 

(3) Current market value. Some investments in marketable securities are reported at their current 
market value, which is the amount of cash or its equivalent, that could be obtained by selling an 
asset in orderly liquidation. Current market value is also generally used for assets expected to 
be sold at prices lower than previous carrying amounts. Some liabilities that involve marketable 
commodities and securities, for example, the obligations of writers of options or sellers of 
common shares who do not own the underlying commodities or securities, are reported at 
current market value. Current market value is now referred to as fair value. 

(4) Net realizable (settlement) value. Short-term receivables and some inventories are reported 
at their net realizable value, which is the nondiscounted amount of cash, or its equivalent, into 
which an asset is expected to be converted in due course of business less direct costs, if any, 
necessary to make that conversion. Liabilities that involve known or estimated amounts of 
money payable at unknown future dates, for example, trade payables or warranty obligations, 
generally are reported at their net settlement value, which is the nondiscounted amount of cash, 
or its equivalent, expected to be paid to liquidate an obligation in the due course of business, 
including direct costs, if any, necessary to make that payment. 

(5) Present (or discounted) value of future cash flows. Long-term receivables are reported at 
their present or discounted value (discounted at the implicit or historical rate), which is the 
present value of future cash inflows into which an asset is expected to be converted in due 
course of business less present values of cash outflows necessary to obtain those inflows. 
Long-term payables are similarly reported at their present or discounted value (discounted at 
the implicit or historical rate), which is the present or discounted value of future cash outflows 
expected to be required to satisfy the liability in due course of business. 

(c) SFAC 5 states that each of these attributes is appropriate in different situations and that all five attri- 
butes will continue to be used in the future. 

(d) Similarly, SFAC 5 states that nominal units of money will continue to be the measurement unit. 
However, if inflation increases to a level where the FASB feels that financial statements become too 
distorted, another unit (such as units of constant purchasing power) could be adopted. 

(e) SFAC 5 is based on the concept of financial capital maintenance. Two basic concepts of capital 
maintenance (financial and physical) can be used to separate return on capital (earnings) from 
return of capital (capital recovery). Remember, any capital which is “used up” during a period must 
be returned before earnings can be recognized. In other words, earnings is the amount an entity can 
distribute to its owners and be as well-off at the end of the year as at the beginning. 

(1) One way “well-offness” can be measured is in terms of financial capital. This concept of 
capital maintenance holds that the capital to be maintained is measured by the amount of cash 
(possibly restated into constant dollars) invested by owners. Earnings may not be recognized 
until the dollar investment in net assets, measured in units of money or purchasing power, is 
returned. The financial capital maintenance concept is the traditional view which is reflected in 
most present financial statements. 

(2) An alternative definition of “well-offness” is expressed in terms of physical capital. This 
concept holds that the capital to be maintained is the physical productive capacity of the 
enterprise. Earnings may not be recognized until the current replacement costs of assets 
with the same productive capabilities of the assets used up are returned. The physical capital 
maintenance concept supports current cost accounting. Again, the physical productive capacity 
may be measured in nominal or constant dollars. 



Module 9: Basic Theory and Financial Reporting 



EXAMPLE 

Suppose an enterprise invests $10 in an inventory item. At year-end, the enterprise sells the item for $15. In order to 
replace the item at year-end, they would have to pay $12 rather than $10. To further simplify, assume the increase in 
replacement cost is due to specific price changes, and there is no general inflation. 

The financial capital concept would maintain that the firm is as well-off once the dollar investment ($10) is 
returned. At that point, the financial capital is maintained and the remaining $5 is a return on capital, or income. The 
physical capital concept maintains that the firm is not as well-off until the physical capacity (a similar inventory 
item) is returned. Therefore, the firm must reinvest $12 to be as well-off. Then physical capital is maintained, and 
only the remaining $3 is a return on capital or income. 



(f) SFAC 5 also gives specific guidance as to recognition of revenues and gains, and expenses and 
losses, as indicated below. 

(1) Recognize revenues when realized or realizable (when related assets received or held are 
readily convertible to known amounts of cash or claims to cash) and earned 

(2) Recognize gains when realized or realizable 

(3) Recognize expenses when economic benefits are consumed in revenue-earning activities, or 
when future economic benefits are reduced or eliminated 

(a) When economic benefits are consumed during a period, the expense may be recognized 
by matching (such as cost of goods sold), immediate recognition (such as selling and 
administrative salaries), or systematic and rational allocation (such as depreciation). 

(4) Recognize losses when future economic benefits are reduced or eliminated 

(g) Revenues, expenses, gains, and losses are used to compute earnings. 

(1) Earnings is the extent to which revenues and gains associated with cash-to-cash cycles substan- 
tially completed during the period exceed expenses and losses directly or indirectly associated 
with those cycles. 

(2) Earnings adjusted for cumulative accounting adjustments and other nonowner changes in 
equity (such as foreign currency translation adjustments) is comprehensive income. 

(a) Per SFAC 5, comprehensive income would reflect all changes in the equity of an entity 
during a period, except investments by owners and distributions to owners. However, 
accounting standards only go part way in implementing this concept. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 1 THROUGH 17 



(6) Cash Flow Information and Present Value. (See outline of SFAC 7 in Appendix A.) As discussed 
earlier, the attributes most often used to measure assets and liabilities include observable marketplace- 
determined amounts. These observable marketplace amounts (such as current cost) are generally more 
reliable and are determined more efficiently than measurements which employ estimates of future cash 
flows. However, when observable amounts are unavailable, accountants often turn to estimated cash flows 
to determine the carrying amount of an asset or liability. Since those cash flows often occur in one or more 
future periods, questions arise regarding whether the accounting measurement should reflect the present 
value or the undiscounted sum of those cash flows. 

(a) In February 2000, the FASB issued SFAC 7, Using Cash Flow Information and Present Value in 
Accounting Measurements. 

(1) SFAC 7 provides a framework for using future cash flows as the basis of an accounting measurement. 



NOTE: SFAC 7 addresses measurement issues, not recognition questions. 
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EXAMPLE 




SFAC 7 does not specify when fresh-start measurements are appropriate. Fresh-star 
the FASB as measurements in periods following initial recognition that establish a r 
previous amounts and accounting conventions. 


t measurements are defined by 
lew carrying amount unrelated to 



(2) SFAC 7 applies only to measurements at initial recognition, fresh-start measurements, and 
amortization techniques based on future cash flows. 

(3) SFAC 7 does not apply to measurements based on the amount of cash or other assets paid or 
received, or on observation of fair values in the marketplace. 

(a) If such observations or transactions are present, the measurement would be based on them, 
not on future cash flows. The marketplace assessment of present value is already embodied 
in the transaction price. 

(b) The framework provides general principles governing the use of present value, especially when the 
amount of future cash flows, their timing, or both, are uncertain. The framework provided by SFAC 
7 also describes the objective of present value in accounting measurements. 

(1) The present value formula is a tool used to incorporate the time value of money in a 
measurement. Thus, it is useful in financial reporting whenever an item is measured using 
estimated future cash flows. 

(2) The FASB defines present value as the current measure of an estimated future cash inflow or 
outflow, discounted at an interest rate for the number of periods between today and the date of 
the estimated cash flow. 

(3) The objective of using present value in an accounting measurement is to capture, to the extent 
possible, the economic difference between sets of future cash flows. 

(c) Assets with the same cash flows are distinguished from one another by the timing and uncertainty 
of those cash flows. 



NOTE: Accounting measurement based on undiscounted cash flows would measure assets with the same cash 
flows at the same amount. 



EXAMPLE 






An asset with a contractual cash flow of $28,000 due in 
flow of $28,000 due in ten years. 


ten days would be equal to an a 


sset with an expected cash 



(1) Present value helps to distinguish between cash flows that might otherwise appear similar. 

(2) A present value measurement that incorporates the uncertainty in estimated cash flows always 
provides more relevant information than a measurement based on the undiscounted sum of 
those cash flows, or a discounted measurement that ignores uncertainty. 

(d) To provide relevant information for financial reporting, present value must represent some observ- 
able measurement attribute of assets or liabilities. This attribute is fair value. Fair value is “the price 
that would be received to sell an asset or paid to transfer a liability in an orderly transaction 
between market participants at the measurement date under market conditions.” 

(e) The only objective of present value, when used in accounting measurements at initial recogni- 
tion and fresh-start measurements, is to estimate fair value. 

(1) In the absence of observed transaction prices, accounting measurements at initial recognition 
and fresh-start measurements should attempt to capture the elements that taken together would 
comprise a market price if one existed. 
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(a) Marketplace participants attribute prices to assets and liabilities. In doing so they 
distinguish the risks and rewards of one asset or liability from those of another. An observed 
market price encompasses the consensus view of all marketplace participants about an 
asset’s or liability’s utility, future cash flows, the uncertainties surrounding those cash flows, 
and the amount that marketplace participants demand for bearing those uncertainties. 

(b) While the expectations of an entity’s management are often useful and informative 
in estimating asset and liability values, the marketplace is the final judge of asset and 
liability values. An entity is required to pay the market’s price when it acquires an asset 
or settles a liability in a current transaction, regardless of the intentions or expectations of 
the entity’s management. Therefore, for measurements at initial recognition or for fresh- 
start measurements, fair value provides the most complete and representationally faithful 
measurement of the economic characteristics of an asset or a liability. 

(f) A present value measurement that is able to capture the economic differences between various 
assets and liabilities would include the following elements according to SFAC 7: 

(1) An estimate of the future cash flow, or in more complex cases, series of future cash flows at 
different times. 

(2) Expectations about possible variations in the amount or timing of those cash flows. 

(3) The time value of money, represented by the risk-free rate of interest. 

(4) The price for bearing the uncertainty inherent in the asset or liability. 

(5) Other, sometimes unidentifiable factors, including illiquidity and market imperfections. 

(g) SFAC 7 contrasts two approaches to computing present value. Either approach may be used to esti- 
mate the fair value of an asset or a liability, depending on the circumstances. 

(1) In the expected cash flow approach only the time value of money, represented by the risk-free 
rate of interest, is included in the discount rate; the other factors cause adjustments in arriving 
at risk-adjusted expected cash flows. 

(2) In a traditional approach to present value, adjustments for factors [2] - [5] are embedded in the 
discount rate. 

(h) While techniques used to estimate future cash flows and interest rates vary due to situational differ- 
ences, certain general principles govern any application of present value techniques in measuring 
assets. These are discussed in the outline of SFAC 7. 

(i) Traditionally, accounting applications of present value have used a single set of estimated cash 
flows and a single interest rate, often described as “the rate commensurate with risk.” 

(1) The discount rate adjustment approach assumes that a single interest rate convention can 
reflect all of the expectations about future cash flows and the appropriate risk premium. While 
the traditional approach may be adequate for some simple measurements, the FASB found that 
it does not provide the tools needed to address more complex problems. 

(2) The expected cashflow ( present value) approach was found to be a more effective 
measurement tool than the discount rate adjustment approach in many situations. The expected 
cash flow approach uses all expectations about possible cash flows instead of the single most- 
likely cash flow. The expected cash flow approach focuses on direct analysis of the cash flows 
in question and on explicit assumptions about the range of possible estimated cash flows and 
their respective probabilities. 



EXAMPLE 

A cash flow might be $100, $200, or $300 with probabilities of 10%, 60%, and 30%, respectively. The expected cash 
flow is $220 ($100 x .1) + ($200 x .6) + ($300 x .3) = $220. However, the traditional approach would choose $200 
as the best estimate or most-likely amount. 



(3) When the timing of cash flows is uncertain, the expected cash flow approach allows present 
value techniques to be utilized. The following example is from SFAC 7. 
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EXAMPLE 






A cash flow of $1,000 may be received in 


one year, two years, or three years with probabilities of 10%, 60%, and 


30%, respectively. Notice that the expected present value of $892.36 differs from the traditional notion of a best esti- 


mate of $902.73 (the 60% probability). The following shows the computation of expected present value: 


Present value of $1,000 ii 


i one year at 5% $952.38 




Probability 


10.00% 


$95.24 


Present value of $1,000 ii 


i two years at 5.25% $902.73 




Probability 


60.00% 


541.64 


Present value of $1,000 ii 


i three years at 5.50% $85 1 .6 1 




Probability 


30.00% 


255.48 


Expected present value 




$892.36 



(a) An interest rate in a traditional present value computation is unable to reflect any 
uncertainties in the timing of cash flows. 

(b) By incorporating a range of possible outcomes (with their respective timing differences), 
the expected cash flow approach accommodates the use of present value techniques when 
the timing of cash flows is uncertain. 

(j) An estimate of fair value should include an adjustment for risk. 

(1) The risk adjustment is the price that marketplace participants are able to receive for bearing the 
uncertainties in cash flows. 

(2) This assumes that the amount is identifiable, measurable, and significant. 

(3) Present value measurements occur under conditions of uncertainty. In SFAC 7, the term uncer- 
tainty refers to the fact that the cash flows used in a present value measurement are estimates, 
rather than known amounts. Uncertainty has accounting implications because it has economic con- 
sequences. Business and individuals routinely enter into transactions based on expectations about 
uncertain future events. The outcome of those events will place the entity in a financial position that 
may be better or worse than expected, but until the uncertainties are resolved, the entity is at risk. 

(4) In common usage, the word risk refers to any exposure to uncertainty in which that exposure has 
potential negative consequences. Risk is a relational concept. A particular risk can only be under- 
stood in context. In most situations, marketplace participants are said to be risk averse. They prefer 
situations with less uncertainty relative to an expected outcome. Marketplace participants seek 
compensation for accepting uncertainty. This is referred to as a risk premium. They demand more 
compensation (a higher premium) to assume a liability with expected cash flows that are uncertain, 
than to assume a liability with cash flows of the same expected amount but no uncertainty. This 
phenomenon can be described with the financial axiom, “the greater the risk, the greater the return.” 
The objective of including uncertainty and risk in accounting measurements is to imitate, to the 
extent possible, the market’s behavior toward assets and liabilities with uncertain cash flows. 

(k) If prices for an asset or liability or an essentially similar asset or liability can be observed in the market- 
place, there is no need to use present value measurements. The marketplace assessment of present value 
is already embodied in the price. However, if observed prices are unavailable, present value 
measurements are often the best available technique with which to estimate what a price would be. 

(l) The measurement of liabilities sometimes involves problems different from those encountered in the 
measurement of assets. Thus, measurement of liabilities may require different techniques in arriving at 
fair value. Liabilities can be held by individuals who sell their rights differently than they would sell other 
assets. Liabilities are sometimes settled through assumption by a third party. To estimate the liability’s 
fair value, accountants must estimate the price necessary to pay the third party to assume the liability. 

(1) The most relevant measure of a liability always reflects the credit standing of the entity 

obligated to pay. An entity’s credit standing affects the interest rate at which it borrows in the 
marketplace. The initial proceeds of a loan, therefore, always reflect the entity’s credit standing 
at that time. Likewise, the price at which others buy and sell the entity’s loan includes their 
assessment of the entity’s ability to repay. The failure to include changes in credit standing in 
the measurement of a liability ignores economic differences between liabilities. 
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(m) Present value techniques are also used in periodic reporting conventions knows collectively as 

interest methods of allocation. Financial statements usually attempt to represent changes in assets 
and liabilities from one period to the next. In principle, the purpose of all accounting allocations is 
to report changes in the value, utility, or substance of assets and liabilities over time. 

(1) Accounting allocations attempt to relate the change in an asset or liability to some observable 
real-world phenomenon. An interest method of allocation relates changes in the reported 
amount with changes in the present value of a set of future cash inflows or outflows. However, 
allocation methods are only representations. They are not measurements of an asset or liability. 
The selection of a particular allocation method and the underlying assumptions always involves 
a degree of arbitrariness. As a result, no allocation method can he demonstrated to be superior 
to others in all circumstances. The FASB will continue to decide whether to require an interest 
method of allocation on a project-by-project basis. Refer to the outline of SFAC 7 for further 
information regarding the interest method of allocation. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 18 THROUGH 25 



2. Income Determination (See outlines of SFAC 5, 6, and 8 in Appendix A.) 

a. The primary objective of accounting is to measure income. Income is a measure of management’s efficiency 
in combining the factors of production into desired goods and services. 

(1) Efficient firms with prospects of increased efficiency (higher profits) have greater access to financial capi- 
tal and at lower costs. Their stock usually sells at a higher price-earnings ratio than the stock of a company 
with less enthusiastic prospects. The credit rating of the prospectively efficient company is probably higher 
than the prospectively less efficient company. Thus, the “cost of capital” will be lower for the company 
with the brighter outlook (i.e., lower stock dividend yield rates and/or lower interest rates). 

b. The entire process of acquiring the factors of production, processing them, and selling the resulting goods 
and services produces revenue. The acquisition of raw materials is part of the revenue-producing process, as 
is providing warranty protection. 

c. Under the accrual basis of accounting, revenue is generally recognized at the point of sale (ASC Topic 605) 
or as service is performed. The point of sale is when title passes: generally when seller ships (FOB shipping 
point) or when buyer receives (FOB destination). 

(1) Three exceptions exist to the general revenue recognition rule: during production, at the point where 
production is complete, and at the point of cash collection. The table below compares the three excep- 
tions with the general revenue recognition rule (point of sale). 



Recognition basis/ 
source of GAAP 


Accounting method 


Criteria for use of basis 


Reason(s) for departing 
from sale basis 


• Point of sale/ 
ASC Topic 605 


• Transactions ap- 
proach (sales basis) 


• Exchange has taken place 

• Earnings process is (virtually) 
complete 




• During produc- 
tion basis/ASC 
Topic 605 


• Percentage-of- 
completion 


• Long-term construction,* 
property, or service contract 

• Dependable estimates of extent of 
progress and cost to complete 

• Reasonable assurance of 
collectibility of contract price 


• Availability of evidence of ultimate 
proceeds 

• Better measure of periodic income 

• Avoidance of fluctuations in 
revenues, expenses, and income 


• Completion-of- 
production ba- 
sis/ASC Topic 
330 


• Net realizable value 


• Immediate marketability at quoted 

• Unit interchangeability 

• Difficulty of determining costs 


• Known or determinable revenues 

• Inability to determine costs and 
thereby defer expense recognition 
until sale 
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Recognition basis/ 
source of GAAP 


Accounting method 


Criteria for use of basis 


Reason(s) for departing 
from sale basis 


• Cash collection 
basis/ASC 
Topic 605 


• Installment and cost 
recovery methods 


• Absence of a reasonable basis for 
estimating degree of collectibility 


• Level of uncertainty with respect 
to collection of the receivable 
precludes recognition of gross 
profit before cash is received 



*Note that the “completed contract” method for construction contracts is not a departure from the sale basis. 

SOURCE: Adapted from Henry R. Jaenicke, Survey of Present Practices in Recognizing Revenues, Expenses, Gains, and Losses, FASB, 1981. 



(2) Under accrual accounting, expenses are recognized as related revenues are recognized, that is, (product) 
expenses are matched with revenues. Some (period) expenses, however, cannot be associated with par- 
ticular revenues. These expenses are recognized as incurred. 

(a) Product costs are those which can be associated with particular sales (e.g., cost of sales). Product 
costs attach to a unit of product and become an expense only when the unit to which they attach is 
sold. This is known as associating “cause and effect.” 

(b) Period costs are not particularly or conveniently assignable to a product. They become expenses 
due to the passage of time by 

(1) Immediate recognition if the future benefit cannot be measured (e.g., advertising) 

(2) Systematic and rational allocation if benefits are produced in certain future periods (e.g., asset 
depreciation) 

(c) Thus, income is the net effect of inflows of revenue and outflows of expense during a period of 
time. The period in which revenues and expenses are taken to the income statement (recognized) is 
determined by the above criteria. 

(3) Cash basis accounting, in contrast to accrual basis accounting, recognizes income when cash is 
received and expenses when cash is disbursed. Cash basis accounting is subject to manipulation (i.e., 
cash receipts and expenses can be switched from one year to another by management). Another reason 
for adopting accrual basis accounting is that economic transactions have become more involved and 
multiperiod. An expenditure for a fixed asset may produce revenue for years and years. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 26 THROUGH 28 



3. Accruals and Deferrals 



a. Accrual — accrual-basis recognition precedes (leads to) cash receipt/expenditure 

(1) Revenue — recognition of revenue earned, but not received 

(2) Expense — recognition of expense incurred, but not paid 

b. Deferral — cash receipt/expenditure precedes (leads to) accrual-basis recognition 

(1) Revenue — postponement of recognition of revenue; cash is received, but revenue is not earned 

(2) Expense — postponement of recognition of expense; cash is paid, but expense is not incurred 

(3) A deferral postpones recognition of revenue or expense by placing the amount in liability or asset ac- 
counts. 

(4) Two methods are possible for deferring revenues and expenses depending on whether real or nominal 
accounts are originally used to record the cash transaction. 
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EXAMPLE 



BOOKKEEPING METHODS 
Deferrals of Expense 





Expense method 




Asset method 




When paid 


Insurance expense 


XX 


Prepaid insurance 


XX 




Cash 


XX 


Cash 


XX 


Year-end 


Prepaid insurance 


XX 


Insurance expense 


XX 




Insurance expense 


XX 


Prepaid insurance 


XX 


Reverse 


Yes 




No 




Deferrals of Revenue 




Revenue method 




Liability method 




When received 


Cash 


XX 


Cash 


XX 




Rent revenue 


XX 


Unearned rent 


XX 


Year-end 


Rent revenue 


XX 


Unearned rent 


XX 




Unearned rent 


XX 


Rent revenue 


XX 


Reverse 


Yes 




No 




Accruals 




Expense 




Revenue 




Adjustment 


Wages expense 


XX 


Interest receivable 


XX 




Wages payable 


XX 


Interest revenue 


XX 


Reverse 


Yes 




Yes 





c. Entries are reversed for bookkeeping expediency. If accruals are reversed, the subsequent cash transaction is 
reflected in the associated nominal account. If accruals are not reversed, the subsequent cash transaction 
must be apportioned between a nominal and real account. 



Cash 


(amount received) 


Revenue 


(earned in current period) 


Revenue receivable 


(accrual at last year-end) 



(1) Accruals do not have two methods, but can be complicated by failure to reverse adjusting entries (also 
true for deferrals initially recorded in nominal accounts). 

4. Cash to Accrual 

a. Many smaller companies use the cash basis of accounting, where revenues are recorded when cash is re- 
ceived and expenses are recorded when cash is paid (except for purchases of fixed assets, which are capital- 
ized and depreciated). Often the accountant is called upon to convert cash basis accounting records to the 
accrual basis. This type of problem is also found on the CPA examination. 

b. When making journal entries to adjust from the cash basis to the accrual basis, it is important to identify two 
types of amounts: 

(1) The current balance in the given account (cash basis) and 

(2) The correct balance in the account (accrual basis). 
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(a) The journal entries must adjust the account balances from their current amounts to the correct 
amounts. 

c. It is also important to understand relationships between balance sheet accounts and income statement 
accounts. 

(1) When adjusting a balance sheet account from the cash basis to the accrual basis, the other half of the entry 
will generally be to the related income statement account. Thus, when adjusting accounts receivable, the 
related account is sales; for accounts payable, purchases; for prepaid rent, rent expense; and so on. 



EXAMPLE 

Assume a company adjusts to the accrual basis every 12/31; during the year, they use the cash basis. The 12/3 1/Y1 
balance in accounts receivable, after adjustment, is $17,000. During year 2, whenever cash is collected, the company 
debits cash and credits sales. Therefore, the 12/3 1/Y2 balance in accounts receivable before adjustment is still 
$17,000. Suppose the correct 12/3 1/Y2 balance in accounts receivable is $28,000. The necessary entry is 

Accounts receivable 1 1 ,000 

Sales 11,000 

This entry not only corrects the accounts receivable account, but also increases sales since unrecorded receivables 
means that there are also unrecorded sales. On the other hand, suppose the correct 12/3 1/Y2 balance of accounts 
receivable is $12,500. The necessary entry is 

Sales 4,500 

Accounts receivable 4,500 

Sales is debited because during year 2, $4,500 more cash was collected on account than should be reported as sales. 
When cash is received on account the transaction is recorded as a credit to sales, not accounts receivable. This over- 
states the sales account. 
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(2) Formulas for conversion of various income statement amounts from the cash basis to the accrual basis 
are summarized in the following equations. 

(a) Since the accrual-basis numbers can be derived with T-accounts, you should not have to memorize 
the formulas. 



Cash basis 



Additions 



Deductions 



Accrual basis 



Collections 
from sales 


+ 


r Ending AR (a) ( 
(AR written off (b )J 


Beginning AR (c) 


Collections from 
other revenues 


+ 


1 Beginning unearned revenue (d) \ 
(^Ending revenue receivable (e) J 


/ Ending unearned revenue (f) \ 
(Beginning revenue receivable (gu 


Payments for 
purchases 




/Beginning inventory (h) \ 
l Ending AP (i) J 


/ Ending inventory (i) \ 
\ Beginning AP (k) J 


Payments for 
expenses 


+ 


/ Beginning prepaid expense (1) ) 

(Ending accured expenses payable (m) 1 


/ Ending prepaid expenses (n) \ 

(Beginning accured expenses payable (o)J 



Sales 



Other 

revenues 

Cost of goods 

Operating 

expenses* 



*Provision must also be made for depreciation expense and similar write-offs and bad debt expense. 

(a) Ending AR and related sales have not yet been recorded 

(b) AR written off reduced AR but did not result in cash collected 

(c) Beginning AR was collected and recorded as sale during the period but was sale of the prior period 

(d) Beginning unearned revenue was collected and recorded as revenue in the prior period but was earned in the current period 

(e) Ending revenue receivable was earned during the period but has not yet been recorded because it has not been collected 

(f) Ending unearned revenue was recorded upon collection as revenue but has not yet been earned 

(g) Beginning revenue receivable was recorded during the current period upon collection as revenue but was earned last period 

(h) Beginning inventory was sold during the period 

(i) Ending AP and related purchases have not yet been recorded 

(j) Ending inventory must be excluded from cost of goods sold 

(k) Beginning AP reflects purchases last period which were not paid for or recorded until the current period 

(l) Beginning prepaid expenses were recorded as expenses when paid in a prior period but are expenses of the current period 

(m) Ending accrued expenses payable have not yet been recorded 

(n) Ending prepaid expenses were recorded as expenses when paid this period but are expenses of future periods 

(o) Beginning accrued expenses payable were recorded currently as expenses when paid but are expenses of the prior period 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 29 THROUGH 53 



5. Installment Sales 

a. Revenue is recognized as cash is collected. Thus, revenue recognition takes place at the point of cash collec- 
tion rather than the point of sale. Installment sales accounting can only be used where “collection of the sale 
price is not reasonably assured” (ASC Topic 605) (APB 10). 

b. Under the installment sales method, gross profit is deferred to future periods and recognized proportionately 
to collection of the receivables. Installment receivables and deferred gross profit accounts must be kept 
separate by year, because the gross profit rate usually varies from year to year. 
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c. Summary of accounts used in installment sales accounting for year 3 

BALANCE SHEET 

Cash Installment AR — Year 1 Installment AR — Year 3 



(B) 


Ending balance 


(B) 


(A) 


(B) 




from year 1 










sales 









Deferred Gross Profit — 

Inventory (or Purchases) Deferred Gross Profit — Year 1 Year 3 



(C) 


(E) 


Ending balance 


(E) 


(D) 






from year 1 
installment 







INCOME STATEMENT 



Cost of Installment Sales 

(C) | (D) 

Realized Gross Profit on Installment Sales 
(F) | (E) 

Explanation of Select Journal Entries 

(A) To record installment sales year 3 

(B) To record cash collected from year one and year three installment receivables 

(C) To record cost of goods sold (perpetual or periodic) for year one and year three 

(D) To close installment sales and cost of installment sales accounts 

(E) To remove gross profit realized through collections from the deferred gross profit account 
(Gross profit rate for year one x Cash collections from year one receivables) 

(Gross profit rate for year three x Cash collections from year three receivables) 

(F) To close realized gross profit at year-end 



Installment Sales 

(D) | (AT 

Income Summary 
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6. Cost Recovery Method 

a. The cost recovery method is similar to the installment sales method in that gross profit on the sale is deferred. 
The difference is that no profit is recognized until the cumulative receipts exceed the cost of the asset sold. 



EXAMPLE 

In our installment sales example, the entire profit from year one sales ($75,000) would be recognized in year three. 
Profit on year three sales will be recognized in year four to the extent that in year four cash collections on year three 
sales exceed the $60,000 ($160,000 cost - $100,000 cash collected) unrecovered cost on year three sales. 



b. If interest revenue was to he earned by the seller, it would likewise be deferred until the entire cost was 
recovered. 

c. The cost recovery method is used when the uncertainty of collection is so great that even use of the install- 
ment method is precluded. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 54 THROUGH 66 



7. Franchise Agreements 

a. ASC Topic 952 (SFAS 45 — see outline in Appendix A) provides that the initial franchise fee be recognized 
as revenue by the franchiser only upon substantial performance of their initial service obligation. 

b. The amount and timing of revenue recognized depends upon whether the contract contains bargain purchase 
agreements, tangible property, and whether the continuing franchise fees are reasonable in relation to future 
service obligations. 

c. Direct franchise costs are deferred until the related revenue is recognized. 

8. Real Estate Transactions 

a. Accounting treatment for real estate sales is provided by ASC Topics 360 and 976 (SFAS 66). Due to 
the variety of methods of financing real estate transactions, determining when the risks and rewards of 
ownership have been clearly transferred and when revenue should be recognized becomes very complex. 

b. Profit from real estate sales may be recognized in full, provided the profit is determinable and the earnings 
process is virtually complete. Additionally, the following four criteria must be met to recognize profit in full 
at the point of sale: 

(1) A sale is consummated. 

(2) The buyer’s initial and continuing investments are adequate to demonstrate a commitment to pay for the 
property. 

(3) The seller’s receivable is not subject to future subordination. 

(4) The seller has transferred to the buyer the usual risks and rewards of ownership in a transaction that is, 
in substance, a sale and does not have a substantial continuing involvement in the property. 

c. Depending on which combination of criteria is met, the real estate sales will be recorded using one of the 
following methods: 

(1) Deposit. 

(2) Cost recovery. 

(3) Installment. 

(4) Reduced profit. 

(5) Percentage-of-completion. 

(6) Full accrual. 

(a) The deposit and reduced profit methods require explanation. In accordance with the deposit method, 
payments received are recorded as a liability until the contract is canceled or a sale is achieved. 

(b) Under the reduced profit method, the seller recognizes a portion of profit at the time of sale with the 
remaining portion recognized in future periods. Profit recognized at the time of sale is determined by 




Module 9: Basic Theory and Financial Reporting 



59 



calculating the present value of the buyer’s receivable and applying a formula. The reduced profit 
recognized at the time of sale is the gross profit less the present value of the receivable as determined 
above. The remaining profit is recognized in future periods. See the outline of SFAS 66 in Appendix A. 

9. Multiple-Deliverable Revenue Arrangements 

Another exception to the general revenue recognition principles is for multiple-deliverable revenue arrangements. 

a. If an entity has revenue generating activities to provide multiple products or services at different times, the 
arrangement should be evaluated to determine if there are separate units being delivered. Two conditions 
must be met for an item to be considered a separate unit of accounting: 

(1) The delivered item has value on a stand-alone basis (i.e., it can be sold separately by the vendor or 
customer) and 

(2) If the arrangement includes a right of return for the delivered item, the undelivered item must be 
substantially in control of the vendor. 

(3) If it meets both requirements, the revenue arrangement is divided into separate units based on the 
relative selling prices. Revenue recognition criteria are then applied to each of the separate units. 

10. Research or Development Accounted for on the Milestone Basis 

a. The milestone method of accounting may be used in accounting for research and development arrange- 
ments in which revenue (payments) to the vendor is contingent on achieving one or more substantive mile- 
stones related to deliverables or units of accounting. 

(1) A substantive milestone is an uncertain event that can only be achieved based on the vendor’s perfor- 
mance and 

(a) It is commensurate with the vendor’s performance or enhancement of value resulting from the ven- 
dor’s performance. 

(b) It relates solely to past performance. 

(c) It is reasonable relative to all of the deliverables and payment terms. 

(2) If all of these circumstances are met, the vendor may recognize the contingent revenue in its entirety in 
the period in which the milestone is achieved. 

h. The notes to the financial statements should disclose its accounting policy for the recognition of milestone 
payments. In addition the following should be disclosed: 

(1) A description of the overall arrangement. 

(2) A description of each milestone and related contingent consideration. 

(3) A determination of whether each milestone is considered substantive. 

(4) The factors considered in determining whether the milestones are substantive. 

(5) The amount of consideration recognized during the period for the milestone or milestones. 

11. Software Revenue Recognition 

a. Software products that require significant production, modification, or customization should be accounted 
for using ASC Topic 605 (ARB 45, Long-Term Construction-Type Contracts). 

(1) Software products that are included with tangible products (i.e., hardware) and are required for the 
product’s functionality are excluded from these software revenue recognition rules. 

b. Software products that do not require significant production, modification, or customization should recog- 
nize revenue when all of the following criteria are met: 

(1) Persuasive evidence of an arrangement exists. 

(2) Delivery has occurred. 

(3) Vendor’s fee is fixed or determinable. 

(4) Collectibility is probable. 

c. The portion of the fee allocated to an element should be recognized using the same list of criteria. 

(1) Delivery of an element is considered not to have occurred if other elements essential to the functionality 
of it are undelivered. 

(2) No portion of the fee meets the criterion of collectibility if the portion of the fee allocable to delivered 
elements is subject to forfeiture, refund, or other concession if undelivered elements are not delivered. 
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d. Arrangement that includes multiple elements should allocate the fee to the elements based on vendor- 
specific objective evidence of fair value, regardless of stated prices in a contract. 

(1) Multiple elements 

(a) Arrangements consisting of multiple software deliverables including 

( 1 ) Software products . 

(2) Upgrades/enhancements. 

(3) Postcontract customer service (PCS). 

(4) Services. 

(5) Elements deliverable on a when-and-if-available basis. 

(2) Vendor- specific objective evidence of fair value 

(a) Limited to 

(1) Price charged when the same element is sold separately. 

(2) Price established by management if not sold separately yet. It should be probable that the price 
will not change before being sold separately. 

(b) Amount allocated to an undelivered element should not be adjusted. If it is probable that the 
amount allocated will result in a loss, ASC Topic 450, Contingencies (SFAS 5), should be followed. 

(3) Insufficient vendor- specific objective evidence of fair value 

(a) Defer revenue until whichever one of the following occurs first: 

(1) Sufficient vendor-specific objective evidence does exist. 

(2) All elements have been delivered. 

(b) Exceptions 

(1) The PCS is the only undelivered element — recognize entire fee ratably. 

(2) Only undelivered element is services that don’t require significant production, modification, or 
customization — recognize the entire fee over the period in which the services will be performed. 

(3) Arrangement is a subscription in substance — recognize entire fee ratably. 

(4) Fee based on the number of copies. 

e. Separate accounting for service element of an arrangement is required if both of following criteria met 

(1) Services not essential to functionality of any other element of the transaction. 

(2) Services are described in the contract such that total price of the arrangement would be expected to vary 
as result of inclusion or exclusion of the services. 

12. Sales Basis Criteria for Selected Transactions 

a. Under GAAP, specific rules have been developed which are stated in the form of conditions which 
must be met before it is acceptable to recognize profit from “a sale in the ordinary course of business.” 
Unfortunately, these rules represent a patchwork set of criteria for applying the sales basis of revenue 
recognition. This patchwork set of criteria contains many inconsistencies either in the results obtained or in 
the rationale justifying the criteria. 

b. The table below summarizes the criteria which have been devised for applying the sales basis to selected 
transactions involving the sale of assets. 



Recognition issue/ 
source of GAAP 


Factors to be considered before 
recognizing revenue on the sale basis 


Conditions that cause recognition to 
be delayed beyond time of sale 


• Sale with a right of 
return/ASC Topic 
605 (SFAS 48) 


• Whether economic substance of the transac- 
tion is a sale or a financing arrangement 

• Determination of sales price 

• Probability of collection of sales price 

• Seller’s future obligations 

• Predictability of returns 


• Sales price not fixed or determinable 

• Payment excused until product is sold 

• Payment excused if property stolen or damaged 

• Buyer without separate economic substance 

• Seller’s obligation to bring about resale of the 
property 

• Inability to predict future returns 
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Recognition issue/ 
source of GAAP 


Factors to be considered before 
recognizing revenue on the sale basis 


Conditions that cause recognition to 
be delayed beyond time of sale 


• Product financing 
arrangement/ 
ASC Topic 470 
(SFAS 49) 


• Whether risks and rewards of ownership are 
transferred 


• Agreement requires repurchase at specified prices 
or provides compensation for losses 


• Real estate sale/ 
ASC Topics 360 and 
976 (SFAS 66) 


• Probability of collection 

• Seller’s continued involvement 

• Whether economic substance of the transac- 
tion is a sale of real estate or another type of 
transaction such as a service contract 


• Inadequate buyer investment in the property 

• Seller’s continuing obligations, such as partici- 
pation in future losses, responsibility to obtain 
financing, construct buildings, or initiate or 
support operations 


• Sales-type lease/ 
ASC Topic 840 
(SFAS 13) 


• Transfer of benefits and risks of ownership 

• Probability of collection 

• Predictability of future unreimbursable costs 


• Inability to meet conditions specified above for 
real estate sales 

• Inability to meet specified conditions (four criteria) 
indicating transfer of benefits and risks of ownership 

• Collectibility not predictable 

• Uncertainty about future unreimbursable costs 


• Sale of receivables 
with recourse/ ASC 
Topic 860 (SFAS 
140) 


• Isolation of transferred assets 

• Right to pledge or exchange transferred 
assets 

• Control of receivables 


• Transferred assets can be reached by transferor or 
its creditors 

• Transferee’s inability to pledge or exchange 
transferred assets 

• Control of receivables not surrendered due to 
repurchase or redemption agreement 


• Nonmonetary 
exchange/ASC 
Topic 845 (APB 29 
and SFAS 153) 


• Transaction has commercial substance 


• Fair value not determinable 

• Exchange transaction to facilitate sales to 
customers 

• Transaction lacks commercial substance 


• Sale-leaseback 
transaction/ASC 
Topic 840 (SFAS 13) 


• Substance of the transaction 

• Portion of property leased back 

• Length of leaseback period 


• All sale-leaseback transactions are financing 
transactions and not sales transactions unless 
leaseback covers only a small part of the property 
or is for a short period of time 



SOURCE: Adapted from Henry R. Jaenicke, Survey of Present Practices in Recognizing Revenues, Expenses, Gains, and Losses, FASB, 1981. 



13. Reporting Start-up Costs 

ASC Topic 720-15 (Statement of Position (SOP) 98-5) provides the guidance for accounting for a com- 
pany’s start-up costs. These costs include those incurred during the course of undertaking one-time activities 
related to opening a new facility, introducing a new product or service, conducting business in a new territory, 
conducting business with a new class of customer or beneficiary, initiating a new process in an existing facility, 
commencing some new operation, or organizing a new entity. ASC Topic 720-15 requires start-up costs to be 
expensed rather than capitalized. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 67 THROUGH 73 



14. Research Component — Accounting Standards Codification 

a. Basic concepts are included in the Financial Accounting Concepts (SFACs). However, the concept state- 
ments are not considered authoritative literature, and, therefore, are not included in the Accounting Stan- 
dards Codification (ASC). 

b. The Accounting Standards Codification database uses the following categories on the main menu: Presentation, 
Assets, Liabilities, Equity, Revenue, Expenses, Broad Transactions, Industry, and Master Glossary. Under each 
of these main categories are Topics. Topics are further divided into subtopics, sections, and subsections. 
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c. Citations in this text for information on a certain topic are cited as ASC Topic XXX. Complete citations for 
a specific rule are referenced by topic-subtopic-section-subsection. An example of a full research citation is 
ASC 350-10-25-1. 

d. The following table lists the topical areas within the Codification. 

Presentation 

1 05 Generally Accepted Accounting Principles 

205 Presentation of Financial Statements 

210 Balance Sheet 

215 Statement of Shareholder Equity 

220 Comprehensive Income 

225 Income Statement 

230 Statement of Cash Flows 

235 Notes to Financial Statements 

250 Accounting Changes and Error Corrections 

255 Changing Prices 

260 Earnings per Share 

270 Interim Reporting 

272 Limited Liability Entities 

274 Personal Financial Statements 

275 Risks and Uncertainties 
280 Segment Reporting 

Assets 

305 Cash and Cash Equivalents 
310 Receivables 

320 Investments — Debt and Equity Securities 
323 Investments — Equity Method and Joint Ventures 
325 Investments — Other 
330 Inventory 

340 Deferred Costs and Other Assets 
350 Intangibles — Goodwill and Other 
360 Property, Plant, and Equipment 

Liabilities 

405 Liabilities 

410 Asset Retirement and Environmental Obligations 

420 Exit or Disposal Cost Obligations 

430 Deferred Revenue 

440 Commitments 

450 Contingencies 

460 Guarantees 

470 Debt 

480 Distinguishing Liabilities from Equity 

Equity 

505 Equity 

Revenue 

605 Revenue 

Expenses 

705 Cost of Sales and Services 
710 Compensation — General 

712 Compensation — Nonretirement Postemployment Benefits 
715 Compensation — Retirement Benefits, 

718 Compensation — Stock Compensation 
720 Other Expenses 
730 Research and Development 
740 Income Taxes 
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Broad Transactions 

805 Business Combinations 

810 Consolidation 

815 Derivatives and Hedging 

820 Fair Value Measurements and Disclosures 

825 Financial Instruments 

830 Foreign Currency Matters 

835 Interest 

840 Leases 

845 Nonmonetary Transactions 
850 Related-Party Disclosures 
852 Reorganizations 
855 Subsequent Events 
860 Transfers and Servicing 

Industry 

905 through 995 



NOTE: The accounting rules for development stage enterprises, franchising, not-for-profit entities, real 
estate, and software issues are located under “Industry” in the Codification, SEC content is included in 
each topic as appropriate and labeled “S.” The SEC content is provided for convenience and is not the 
complete SEC literature. 



e. Keywords for researching basic concepts are shown below. 



Area franchise 
Bargain purchase 
Capital surplus 
Collectibility 

Collection reasonably assured 

Consummated sale 

Consummation sale 

Continuing franchise fees 

Continuing involvement 

Culmination of earning process 

Earned surplus 

Fair value determinable 

Financial asset 

Franchise fee revenue 

Franchisee 

Franchisor 

Full accrual method 

Initial franchise fee 

Initial services 



Installment accounting 
Installment method 
Net income 

Persuasive evidence arrangement 
Proceeds of sale 
Product financing 
Product financing arrangements 
Profit and loss 
Profit on transactions 
Reasonable estimate returns 
Recognizing revenue software 
Related transaction purchase 
Repurchase product 
Retained earnings 
Return privilege expired 
Revenue recognized 
Right of return 
Sales leaseback 
Sales price 



Sales type lease 

Sales value 

Security interest 

Seller obligation 

Services substantially performed 

Significant customization 

Significant production 

Software products 

Specified prices resale 

Sponsor purchase 

Sponsor repurchase 

Sponsor sells 

Substantial performance 

Substantially identical product 

Transaction completed 

Transfer financial asset 

Unrealized profit 

Vendor specific evidence 



15. International Financial Reporting Standards (IFRS) 

a. The International Accounting Standards Committee (IASC) issued International Accounting Standards 
(IAS) from 1973 to 2001. In addition, the IASC created a Standing Interpretations Committee (SIC) that 
provided further interpretive guidance on accounting issues not addressed in the standards. In 2001, the In- 
ternational Accounting Standards Board (IASB) replaced the IASC. The IASB adopted the existing Interna- 
tional Accounting Standards (IAS) and interpretations issued by the Standing Interpretations Committee 
(SIC). Since 2001, the IASB is responsible for issuing International Financial Reporting Standards (IFRS), 
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and the IFRS Interpretations Committee (IFRIC) is responsible for issuing interpretations of the standards. 
Therefore, the current international accounting guidelines are contained in the IAS and IFRS pronounce- 
ments, together with SIC and IFRIC interpretations. 

b. It is often said that US GAAP employs a “rules”-based approach. In other words, the standards are usually 
explicit as to precise rules that must be followed for recognition, measurement, and financial statement 
presentation. IFRS, on the other hand, is considered a “principles”-based approach because it attempts to 
set general principles for recognition, measurement and reporting, and allows professional judgment in 
applying these principles. This principles-based approach should focus on a true and fair view or a fair 
representation of the financial information. 

c. In 2002, the FASB and the IASB agreed to work toward convergence in the accounting standards. 
Therefore, you will find some IFRS accounting treatments identical, some similar, and others different 
from US GAAP. An effective study strategy is to study US GAAP and then learn the significant differences 
between US GAAP and IFRS. This compare/contrast strategy will help the candidate to remember which 
method is US GAAP and which method is IFRS. As you study this module, notice the differences in the 
following areas: 

(1) Vocabulary or definition differences. Although the concepts of US GAAP and IFRS may be similar, 
vocabulary and definitions are often somewhat different. 

(2) Recognition and measurement differences. Differences may exist in when and how an item is recog- 
nized in the financial statements. Alternative methods may be acceptable in US GAAP whereas only 
one method may be allowed for IFRS (or vice versa). In some instances, either IFRS or US GAAP may 
not require an item to be recognized in the financial statements. In addition, the amount recognized 
(measurement of the item) may be different in the two sets of standards. 

(3) Presentation and disclosure differences. Presentation refers to the presentation of items on the 
financial statements, whereas disclosure refers to the additional information contained in the notes to 
financial statements. Again, differences exist as to whether an item must be presented in the financial 
statements or disclosed in the footnotes, as well as the types of information that must be disclosed. 

(4) The table below highlights the major accounting differences between US GAAP and IFRS. 



Major Differences — US GAAP versus IFRS 


US GAAP 


IFRS 


Financial Statement Presentation 




No specific requirement regarding comparative information. 


Requires comparative information for prior year. 


Comprehensive income may be presented as a stand-alone 
statement or at the bottom of the income statement and 
changes in equity may be presented in the notes. 


Requires either a separate statement of comprehensive income and 
statement of changes in equity or a single statement of profit or loss 
and comprehensive income. 


Presentation of certain items as extraordinary is required. 


Extraordinary items are not allowed. 


Deferred taxes are classified as current or noncurrent in the 
balance sheet based on the nature of the related asset. 


Deferred taxes must be classified as noncurrent in the balance sheet. 


Subsequent events evaluated through the financial statement 
issuance date. 


Subsequent events evaluated through financial statement au- 
thorization to be issued date. 


Revenue Recognition 




Construction contracts are accounted for using the 
percentage-of-completion method if certain criteria are met. 
Otherwise the completed-contract method is used. 


Construction contracts are accounted for using the percentage-of- 
completion method if certain criteria are met. Otherwise, revenue 
recognition is limited to the costs incurred. The completed-contract 
method is not allowed. 


Consolidated Financial Statements 




No exemption from consolidating subsidiaries in general- 
purpose financial statements. 


Under certain restrictive situations a subsidiary (normally required 
to be consolidated) may be exempt from the requirement. 


Noncontrolling interest measured at fair value including 
goodwill. 


Noncontrolling interest may be measured either at fair value 
including goodwill or the proportionate share of the value of the 
identifiable assets and liabilities of the acquiree excluding goodwill. 
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US GAAP 


IFRS 


Fair value option allowed for equity method investments and 
joint ventures. 


Fair value option prohibited for equity method investments and 
joint ventures. 


Monetary Current Assets and Current Liabilities 




Short-term obligations expected to be refinanced can be 
classified as noncurrent if the entity has the intent and ability 
to refinance. 


Short-term obligations expected to be refinanced can be classified 
as noncurrent only if the entity has entered into an agreement to 
refinance prior to the balance sheet date. 


Contingencies that are probable (> = 70%) and can be 
reasonably estimated are accrued. 


Contingencies that are probable (> 50%) and measurable are 
considered provisions and accrued. 


For contingencies, accrue minimum in a range if no amount 
is more likely than another. 


For contingencies, accrue the midpoint in a range if no amount is 
more likely than another. 


Inventory 




LIFO cost flow assumption is an acceptable method. 


The LIFO cost flow assumption is not allowed. 


Inventories are valued at lower of cost of market (between a 
floor and a ceiling). 


Inventories are valued at lower of cost or net realizable value. 


Any impairment write-downs create a new cost basis; 
previously recognized impairment losses are not reversed. 


Previously recognized impairment losses are reversed. 


Fixed Assets 




Revaluation not permitted. 


Revaluation of assets is permitted as an election for an entire class 
of assets but must be done consistently. 


No separate accounting for investment property. 


Separate accounting is prescribed for investment property versus 
property, plant, and equipment. 


Unless the assets are “held for sale” they are valued using the 
cost model. 


Investment property may be measured at fair value. 


Allowable borrowing cost capitalization is calculated 
using a weighted-average accumulated expenditure times a 
borrowing rate. 


Allowable borrowing cost capitalization is calculated using actual 
borrowing costs less any earnings on investments of the borrowing. 


Biological assets are not a separate category. 


Biological assets are a separate category and not included in 
property, plant, and equipment. 


There is no requirement to account for separate components 
of an asset. 


If the major components of an asset have significantly different 
patterns of consumption or economic benefits, the entity must allocate 
the costs to the major components and depreciate them separately. 


Two-step impairment approach. 


One-step impairment approach. 


Impairment is a function of fair value and carrying value. 


Impairment is a function of the recoverable amount and carrying 


Impairment losses are not reversed. 


Impairment losses may be reversed in future periods. 


Intangible Assets 




Unless specific ASC guidance exists (e.g. software), 
development costs are expensed. 


Development costs may be capitalized if specific criteria are met. 


Revaluation is not permitted. 


Revaluation of intangible assets other than goodwill is permitted 
although uncommon. 


Goodwill impairment may be qualitatively assessed to 
determine if two-step impairment test is necessary. 


One-step impairment test for goodwill must be performed. 


Impairment loss is a function of carrying value and fair value. 


Impairment loss is a function of carrying value and the recoverable 
amount. 


Impairment losses are not reversed 


Impairment losses, except those related to goodwill, may be 
reversed. 
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US GAAP 


IFRS 


Financial Investments 




Compound (hybrid) financial instruments are not split into debt 
and equity components unless certain requirements are met, but 
they may be bifurcated into debt and derivative components. 


Compound financial interests (e.g., convertible bonds) are split into 
debt, equity and, if applicable, derivative components. 


Declines in fair value below cost may result in impairment 
loss solely based on a change in interest rate unless entity has 
the ability and intent to hold the debt till maturity. 


Generally, only evidence of a credit default results in impairment 
loss for an available-for-sale debt instrument. 


When impairment is recognized through the income 
statement, a new cost basis is established and such losses 
cannot be reversed. 


Impairment losses in available-for-sale investments may be reversed 
in future periods. 


Unless the fair value option is elected, loans and receivables 
are classified as either (1) held for investment, which is 
measured at amortized cost, or (2) held for sale, which is 
measured at lower of cost or fair value. 


Loans and receivables are measured at amortized cost unless 
classified into the Fair Value Through Profit or Loss category or the 
Available-for-Sale category, both of which are carried at fair value. 


Impairment losses related to AFS securities are recognized in 
the income statement and cannot be reversed. 


Impairment losses for AFS securities are recognized in the 
statement of other comprehensive income and may be reversed. 


Leases 




Operating leased assets are never recorded on the balance 


Assets held by lessee under operating leases may be capitalized on 
the balance sheet if they meet certain requirements. 


A lease for land and building that transfers ownership to 
the lessee or contains a bargain purchase option would be 
classified as a capital lease regardless of the relative value of 
the land. If the fair value of the land at inception represents 
25% or more of the total fair value, the lessee must consider 
the components separately when evaluating the lease. 


When land and buildings are leased, elements of the lease are 
considered separately when evaluating the lease unless the amount 
for the land element is immaterial. 


Pensions 




Actuarial gains and losses are recognized through the corridor 
approach or recognized as they occur. 


Actuarial gains and losses must be recognized in other compre- 
hensive income immediately. 


Prior service cost is initially deferred in other comprehensive 
income and recognized using the future years of service 
method or average remaining service period method. 


Prior service cost is recognized immediately in income. 


Income Taxes 




Deferred tax assets are recognized in full but valuation 
allowances reduce them to the amount that is more likely than 
not to be realized. 


Deferred tax assets are recognized only to the extent it is probable 
that they will be realized. 



d. Underlying Concepts — The IASB Framework 

(1) The IASB Framework for the Preparation and Presentation of Financial Statements establishes the 
underlying concepts for preparing financial statements. 

(2) This framework addresses the objectives of financial statements, underlying assumptions, qualitative 
characteristics of financial statement information, definitions, recognition, measurement, and capital 
maintenance concepts. 

(3) Although the IASB Framework contains information similar to the Statement of Financial Accounting 
Concepts by the US Financial Accounting Standards Board (FASB), several important differences exist. 

(a) First, some terms and definitions are different. 

(b) Second, the elements of financial statements are not identical. 

(c) Candidates should become familiar with these subtle differences in the two sets of concepts. 

(4) The IASB Framework is not considered an accounting standard and therefore does not override any ac- 
counting treatment required by the International Accounting Standards (IAS) or International Financial 
Reporting Standards (IFRS). The Framework exists to assist in the development of future international 
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accounting standards and to assist preparers in accounting for topics that do not have guidance in an ex- 
isting standard. 

(5) In September 2010, the IASB completed two chapters on a joint conceptual framework project with the 
FASB. 

(a) The new conceptual framework contains Chapter 1, The Objective of General-Purpose Financial 
Reporting, and Chapter 3, Qualitative Characteristics of Useful Financial Information. 

(b) Because this is a joint project, the FASB and IASB chapters 1 and 3 are identical. You may refer to 
the information earlier in this chapter on those topics. 

(c) However, until the remaining parts of the joint project are completed, there are subtle differences 
between the two frameworks. The most significant differences are terms, definitions, and elements 
of financial statements. 

(6) FASB SFAC 6 contains ten elements of financial statements: assets, liabilities, equity, investments by 
owners, distributions to owners, comprehensive income, revenues, expenses, gains, and losses. The 
IASB Framework contains only five elements: assets, liabilities, equity, income, and expense. 



NOTE: There are several significant vocabulary differences regarding the elements of financial statements. 
With US GAAP, the term “income” is not a financial statement element. In US GAAP, the term income 
is used to describe a calculation of some type (e.g., income from continuing operations, net income) or to 
designate a specific type of income such as interest income. However, with IFRS, the term income is a fi- 
nancial statement element, and the items that are considered “income” are revenues and gains. IFRS uses the 
term “profit” whereas US GAAP uses the term “net income.” 



(7) The IASB Framework’s formal definitions of the five elements are shown below. 



IASB Framework — Elements of Financial Statements 


Asset 


An asset is a resource controlled by the entity as a result of past events and from which future 
economic benefits are expected to flow to the entity. 


Liability 


A liability is a present obligation of the entity arising from past events, the settlement of which 
is expected to result in an outflow from the entity of resources embodying economic benefits. 


Equity 


Equity is the residual interest in the assets of the entity after deducting all its liabilities. 


Income 


Income is increases in economic benefits during the accounting period in the form of inflows 
or enhancements of assets or decreases of liabilities that result in increases in equity, other than 
those relating to contributions from equity participants. 


Expenses 


Expenses are decreases in economic benefits during the accounting period in the form of out- 
flows or depletions of assets or incurrence of liabilities that result in decreases in equity, other 
than those relating to distributions to equity participants. 



(a) An important point to understand is that the definition of income includes both revenue and gains. 
Revenues arise in the normal course of business and are often referred to as sales, fees, interest, 
dividends, royalties, and rent. Gains are other items that meet the definition of income, which may 
or may not arise in the normal course of business. The IASB Framework indicates that gains are in- 
creases in economic benefits and are no different in nature from revenues. Therefore, they are not 
regarded as a separate element in the Framework. The Framework treats losses in the same way, as 
no different in nature from other expenses. However, the Framework also indicates that when gains 
or losses are reported in the income statement, they are usually displayed separately because this 
knowledge may be useful to the decision maker. Gains may be reported net of their related 
expenses, and losses may be reported net of their related income. 

(8) The IASB Framework provides for capital maintenance adjustments. When assets or liabilities are 

revalued or restated, and there is a corresponding increase or decrease to equity, the definition of income 
or expense may not be met. Therefore, certain items may be included in equity as revaluation reserves. 
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(9) The IASB Framework defines recognition as the process of incorporating into the balance sheet or in- 
come statement an item that meets the definition of an element and satisfies the criteria for recognition. 

(a) The two criteria for recognition are (1) it is probable that a future economic benefit will flow to the 
entity, and (2) the item has a cost or value that can be measured reliably. 

(10) The Framework also outlines various bases of measurement such as historical cost, current cost, 

realizable (settlement) value, and present value. Current cost is the amount of cash or cash equivalent 
that would be paid if the same or equivalent asset were acquired currently. Realizable (settlement) value 
is the amount of cash that could be currently obtained by settling (e.g., selling) the asset in an orderly 
disposal. Although the measurement basis is commonly historical cost, certain accounts use different 
measurement methods. 

e. Revenue Recognition. As indicated above, revenue is the gross inflow of economic benefits resulting 
from an entity’s ordinary activities. These inflows must increase equity and not increase the contribution 
of owners or equity participants. Revenue is generated from the sale of goods, the rendering of services, 
and the use of an entity’s assets by others. Various titles are used for revenue including sales, fees, interest, 
dividends, and royalties. Revenue is measured at the fair value of the consideration received or the 
receivable, net of trade discounts or rebates. 

(1) Revenue is recognized from the sale of goods if all five of the following criteria are met: 

(a) The significant risks and rewards of ownership of the goods are transferred to the buyer, 

(b) The entity does not retain either a continuing managerial involvement or control over the goods, 

(c) The amount of revenue can be measured reliably, 

(d) It is probable that economic benefits will flow to the entity from the transaction, and 

(e) The costs incurred can be measured reliably. 

(2) Revenue can be recognized from rendering services when the outcome of rendering services can be esti- 
mated reliably. This method is often referred to as the percentage-of-completion method. 



NOTE: Progress payments or advances from customers are not used to determine the state of completion. 
The outcomes can be estimated reliably if all the following criteria are met: 

1 . The amount of revenue can be measured reliably, 

2. It is probable that economic benefits will flow to the entity, 

3. The stage of completion at the end of the reporting period can be measured reliably, and 

4. The costs incurred and the costs to complete the transaction can be measured reliably. 



(a) If the outcomes cannot be estimated reliably, then revenue should be recognized using the cost 
recovery method. 

(1) The cost recovery method recognizes revenue only to the extent that the expenses recognized 
are recoverable. 



NOTE: IFRS does not permit use of the completed-contract method, which is allowed for US GAAP. 



(3) Barter transactions are not recognized if the exchanged goods are similar in nature and value. If the 
goods are dissimilar, revenue is recognized at fair value of the goods received. If the fair value of the 
goods received cannot be measured, revenue is recognized at the fair value of goods or services given up. 

(4) Interest income is recognized using the effective interest method. Royalties should be accrued as pro- 
vided for in the contractual agreement. Dividends should be recognized when the shareholder has a 
right to receive the dividend payment. 
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f. First-Time Adoption of IFRS. There are a number of options available upon first-time adoption of IFRS, 

as described below. 

(1) Generally the adoption involves restating assets, babibties, and equity using IFRS principles. The “date 
of transition to IFRS” is defined as the beginning of the earliest period for which an entity presents full 
comparative information under IFRSs in its first IFRS financial statements. The “first IFRS reporting 
period” is defined as the latest reporting period covered by an entity’s first IFRS financial statements. 

(2) Business combinations. With respect to business combinations, the first-time adopter has the option of 
retrospectively adopting IFRS 3 for all periods presented, or adjusting the assets and liabilities through 
retained earnings in the period of adoption. 

(3) Plant, property, and equipment. Unless an entity decides to use a fair value election, it will need to 
recalculate the life-to-date depreciation or amortization of any PPE or intangible assets under IFRS. 
This can be quite time-consuming. Alternatively, the entity may use various methods to determine the 
fair value of the assets and use those amounts as the deemed cost at the time of adoption. IFRS would 
then be used going forward. The fair value election may he applied on an individual item basis. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 74 THROUGH 83 



16. Private Company Standards 

a. The Private Company Council (PCC) was created in May 2012 to improve (in conjunction with the 
FASB) accounting standards for private companies. Private company standards are issued sequentially 
along with other ASUs and the first standard was issued in January 2014. 

(1) A private company is “an entity other than a public business entity, a not-for-profit entity, or an 
employee benefit plan within the scope of Topics 960 through 965 on plan accounting.” 

b. Private Company Decision-Making Framework 

(1) The Private Company Decision-Making Framework: A Guide for Evaluating Financial Accounting and 
Reporting for Private Companies establishes the guidelines for using alternative guidance for private 
companies due to differences in information needs between public and private companies. 

(2) The following five items were considered significant differential factors between public business 
entities (public companies) and private companies potentially necessitating the use of alternatives for 
private companies: 

(a) Number of primary users and their access to management 

(b) Investment strategies of primary users 

(c) Ownership and capital structure 

(d) Accounting resources 

(e) Learning about new financial reporting guidance. 

(3) The following five items are to be used as a guide to determine if there should be differential guidance 
between public and private companies. 

(a) Recognition and measurement — considerations include current guidance relevance, more practical 
expedients, needs of users, access to management, industry-specific guidance, and cost 
effectiveness; 

(b) Disclosures — considerations include current guidance relevance, management access, cost 
effectiveness, and the need for additional disclosures; 

(c) Display — considerations include current guidance relevance; 

(d) Effective date — generally, the effective date is one year after the first annual reporting date for 
which public companies are required to adopt standards; and 

(e) Transition method — considerations include the retrospective method, the modified retrospective 
method, practical expedients; and cost effectiveness. 

c. Major differences between public and private company standards 

(1) Private companies may elect to use the following alternatives. 
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Public Business Entity 


Private Company 


Consolidated Financial Statements 


VIE assessment must be applied to all arrangements. 


VIE accounting may be ignored if all of the following 
exist for a leasing arrangement: (1) both the lessee 
(private company) and lessor are under common control; 
(2) the lessee (private company) has a lease arrangement 
with the lessor; (3) the majority of activities between 
the lessee and lessor are related to leasing activities; and 
(4) guarantees/collateral provided by the lessee for the 
lessor are less in value than the asset leased by the lessee. 
Disclosures are required. 


Intangible Assets 


After acquisition, goodwill is examined for impairment 
(not amortized) using a two-step approach. 


After acquisition, goodwill may be amortized using the 
straight-line basis over a period not exceeding 10 years 
and a one-step approach to impairment may be used. 


Financial Investments 


Simplified hedge accounting is not permitted. 


May use simplified hedge accounting for swaps 
that convert a variable-rate borrowing to a fixed rate 
borrowing. 


Swaps measured at fair value. 


Qualifying swaps may be measured at settlement value. 


Hedges must be designated as such at inception date. 


May choose to use the annual report available to be issued 
date to designate a hedge versus the hedge inception date. 



NOW REVIEW MULTIPLE-CHOICE QUESTIONS 84 THROUGH 86 



KEY TERMS 

Accounting Standards Codification (ASC). The single source for all US GAAP. 

Accrual. Recognition precedes cash receipt/expenditure. 

Accrual basis. Expenses are recognized as related revenues are recognized. 

Cash basis. Recognizes income when cash is received and expenses when cash is disbursed. 

Current cost. The amount of cash, or its equivalent, that would be paid if the same asset were to be acquired currently. 

Current market value. The amount of cash, or its equivalent, that could be obtained by selling as asset in orderly 
liquidation. 

Deferral. Cash receipt/expenditure precedes accrual-basis recognition. 

Fair value. The price that would be received to sell an asset or paid to transfer a liability in an orderly transaction 
between market participants at the measurement date under current market conditions. 

Historical cost. The amount of cash, or its equivalent, paid to acquire an asset. 

Installment sales. Revenue is recognized as cash is collected. 

Net realizable value. The nondiscounted amount of cash, or its equivalent, into which an asset is expected to be con- 
verted during the normal course of business less direct costs to make the conversion. 

Period costs. Costs not particularly or conveniently assignable to a product. 

Practical expedient. More cost-effective way of achieving the same or similar accounting or reporting objectives. 

Present value. The current measure of an estimated future cash inflow or outflow, discounted at an interest rate for the 
number of period between today and the date of the estimated cash outflow. 

Private company. An entity other than a public business entity, a not-for-profit entity, or an employee benefit plan 
within the scope of Topics 960 through 965 on plan accounting. 

Product costs. Costs which can be associated with particular sales. 

Public business entity. An entity required to file with the SEC or a business entity that is required to prepare and make 
publicly available U.S. GAAP financial statements. 

Realized (realizable). When related assets received or held are readily convertible into known amounts of cash or 
claims to cash. 

Risk averse. Market place participants prefer situations with less uncertainty relative to an expected outcome. 

Start-up costs. The costs incurred during the course of undertaking on-time activities related to opening a new facility. 
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Multiple- Choice Questions (1-83) 



A.l. Basic Accounting Theory 

1. What are the Statements of Financial Accounting 
Concepts intended to establish? 

a. Generally accepted accounting principles in financial 
reporting by business enterprises. 

b. The meaning of “Present fairly in accordance with 
generally accepted accounting principles.” 

c. The objectives and concepts for use in developing 
standards of financial accounting and reporting. 

d. The hierarchy of sources of generally accepted 
accounting principles. 

2. According to the FASB conceptual framework, the 
objectives of financial reporting for business enterprises are 
based on 

a. Generally accepted accounting principles. 

b. Reporting for regulators. 

c. The need for conservatism. 

d. The needs of the users of the information. 

3. According to the FASB conceptual framework, the rele- 
vance of providing information in financial statements is 
subject to the constraint of 

a. Comparability. 

b. Cost-benefit. 

c. Reliability. 

d. Faithful representation. 

4. The enhancing qualitative characteristics of financial 
reporting are 

a. Relevance, reliability, and faithful representation. 

b. Cost-benefit and materiality. 

c. Comparability, verifiability, timeliness, and 
understandability. 

d. Completeness, neutrality, and freedom from error. 

5. According to Statements of Financial Accounting 
Concepts, neutrality is an ingredient of 

Faithful representation Relevance 



a. Yes Yes 

b. Yes No 

c. No Yes 

d. No No 



6. According to the FASB conceptual framework, which 
of the following is an enhancing quality that relates to both 
relevance and faithful representation? 

a. Comparability. 

b. Confirmatory value. 

c. Predictive value. 

d. Freedom from error. 

7. According to the FASB conceptual framework, the process 
of reporting an item in the financial statements of an entity is 



a. Allocation. 

b. Matching. 

c. Realization. 

d. Recognition. 

8. Under FASB Statement of Financial Accounting Con- 
cepts 5, which of the following items would cause earnings 
to differ from comprehensive income for an enterprise in an 
industry not having specialized accounting principles? 

a. Unrealized loss on investments classified as available- 
for-sale securities. 

b. Unrealized loss on investments classified as trading 
securities. 

c. Loss on exchange of similar assets. 

d. Loss on exchange of dissimilar assets. 

9. Under FASB Statement of Financial Accounting Concepts 
5, comprehensive income excludes changes in equity resulting 
from which of the following? 

a. Loss from discontinued operations. 

b. Prior period error correction. 

c. Dividends paid to stockholders. 

d. Unrealized loss on securities classified as available- 
for-sale. 

10. The fundamental qualitative characteristic of faithful 
representation has the components of 

a. Predictive value and confirmatory value. 

b. Comparability, consistency, and confirmatory value. 

c. Understandability, predictive value, and reliability. 

d. Completeness, neutrality, and freedom from error. 

11. According to the FASB conceptual framework, which of 
the following statements conforms to the realization concept? 

a. Equipment depreciat was assigned to a production 
department and then to product unit costs. 

b. Depreciated equipment was sold in exchange for a 
note receivable. 

c. Cash was collected on accounts receivable. 

d. Product unit costs were assigned to cost of goods sold 
when the units were sold. 

12. What is the underlying concept that supports estimating a 
fixed asset impairment charge? 

a. Substance over form. 

b. Consistency. 

c. Matching. 

d. Faithful representation. 

13. What is the concept that supports the issuance of interim 
reports? 

a. Relevance. 

b. Materiality. 

c. Consistency. 

d. Faithful representation. 
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14. FASB’s conceptual framework explains both financial and 
physical capital maintenance concepts. Which capital mainte- 
nance concept is applied to currently reported net income, and 
which is applied to comprehensive income? 



Currently 

reported net income 

a. Financial capital 

b. Physical capital 

c. Financial capital 

d. Physical capital 

15. According to the FASB cc 
revenue may result from 



Comprehensive 

income 

Physical capital 
Physical capital 
Financial capital 
Financial capital 

iceptual framework, an entity’s 



a. A decrease in an asset from primary operations. 

b. An increase in an asset from incidental transactions. 

c. An increase in a liability from incidental 
transactions. 

d. A decrease in a liability from primary operations. 



16. According to the FASB conceptual framework, which of 
the following is an essential characteristic of an asset? 

a. The claims to an asset’s benefits are legally 
enforceable. 

b. An asset is tangible. 

c. An asset is obtained at a cost. 

d. An asset provides future benefits. 



17. According to the FASB conceptual framework, which 
of the following attributes would not be used to measure 
inventory? 



a. Historical cost. 

b. Replacement cost. 

c. Net realizable value. 

d. Present value of future cash flows. 



A.l.d.(6) Cash Flow Information and Present 
Value 

18. According to SFAC 7, Using Cash Flow Information and 
Present Value in Accounting Measurements, the most relevant 
measurement of an entity’s liabilities at initial recognition and 
fresh-start measurements should always reflect 

a. The expectations of the entity’s management. 

b. Historical cost. 

c. The credit standing of the entity. 

d. The single most-likely minimum or maximum 
possible amount. 

19. Which of the following is not covered by SFAC 7, Using 
Cash Flow Information and Present Value in Accounting 
Measurements? 

a. Measurements at initial recognition. 

b. Interest method of amortization. 

c. Expected cash flow approach. 

d. Determining when fresh-start measurements are 
appropriate. 



20. In calculating present value in a situation with a range of 
possible outcomes all discounted using the same interest rate, 
the expected present value would be 

a. The most-likely outcome. 

b. The maximum outcome. 

c. The minimum outcome. 

d. The sum of probability-weighted present values. 

21. A cash flow of $200,000 may be received by Lydia Nickels, 
Inc. in one year, two years, or three years, with probabilities of 
20%, 50%, and 30%, respectively. The rate of interest on default 
risk-free investments is 5%. The present value factors are 

PV of 1, at 5%, fori year is .95238 

PV of 1, at 5%, for 2 years is .90703 

PV of 1 , at 5%, for 3 years is .86384 

What is the expected present value of Lydia Nickels’ cash flow 
(in whole dollars)? 

a. $181,406 

b. $180,628 

c. $90,703 

d. $89,925 

22. Which of the following statements regarding interest 
methods of allocations is not true? 

a. The term “interest methods of allocation” refers both 
to the convention for periodic reporting and to the 
several approaches to dealing with changes in esti- 
mated future cash flows. 

b. Interest methods of allocation are reporting conven- 
tions that use present value techniques in the absence 
of a fresh-steuf measurement to compute changes in 
the carrying amount of an asset or liability from one 
period to the next. 

c. Interest methods of allocation are grounded in the no- 
tion of current cost. 

d. Holding gains and losses are generally excluded from 
allocation systems. 

23. Which of the following is not an objective of using 
present value in accounting measurements? 

a. To capture the value of an asset or a liability in the 
context of a particular entity. 

b. To estimate fair value. 

c. To capture the economic difference between sets of 
future cash flows. 

d. To capture the elements that taken together would 
comprise a market price if one existed. 

24. On December 31, year 1, Brooks Co. decided to end 
operations and dispose of its assets within three months. 

At December 31, year 1, the net realizable value of the 
equipment was below historical cost. What is the appropriate 
measurement basis for equipment included in Brooks’ 
December 31, year 1 balance sheet? 

a. Historical cost. 

b. Current reproduction cost. 

c. Net realizable value. 

d. Current replacement cost. 
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25. Which of the following accounting literature is not 
included in the FASB Accounting Standards Codification? 

a. AICPA Statements of Position. 

b. FASB Statements. 

c. Accounting Research Bulletins. 

d. Statements of Auditing Standards. 

A.2. Income Determination 

26. On October 1, year 1, Acme Fuel Co. sold 100,000 
gallons of heating oil to Kam Co. at $3 per gallon. Fifty 
thousand gallons were delivered on December 15, year 1, 
and the remaining 50,000 gallons were delivered on January 
15, year 2. Payment terms were: 50% due on October 1, year 
1, 25% due on first delivery, and the remaining 25% due 

on second delivery. What amount of revenue should Acme 
recognize from this sale during year 1? 

a. $75,000 

b. $150,000 

c. $225,000 

d. $300,000 

27. Amar Farms produced 300,000 pounds of cotton during the 
year 1 season. Amar sells all of its cotton to Brye Co., which has 
agreed to purchase Amar’s entire production at the prevailing 
market price. Recent legislation assures that the market price 
will not fall below $.70 per pound during the next two years. 
Amar’s costs of selling and distributing the cotton are immaterial 
and can be reasonably estimated. Amar reports its inventory at 
expected exit value. During year 1, Amar sold and delivered to 
Brye 200,000 pounds at the market price of $.70. Amar sold the 
remaining 100,000 pounds during year 2 at the market price of 
$.72. What amount of revenue should Amar recognize in year 1? 

a. $140,000 

b. $144,000 

c. $210,000 

d. $216,000 

28. Lin Co., a distributor of machinery, bought a machine 
from the manufacturer in November year 1 for $10,000. On 
December 30, year 1 , Lin sold this machine to Zee Hardware 
for $15,000, under the following terms: 2% discount if paid 
within thirty days, 1% discount if paid after thirty days but 
within sixty days, or payable in full within ninety days if not 
paid within the discount periods. However, Zee had the right 
to return this machine to Lin if Zee was unable to resell the 
machine before expiration of the ninety-day payment period, 
in which case Zee’s obligation to Lin would be canceled. In 
Lin’s net sales for the year ended December 31, year 1, how 
much should be included for the sale of this machine to Zee? 

a. $0 

b. $14,700 

c. $14,850 

d. $15,000 

A.3. Accruals and Deferrals 

29. Under a royalty agreement with another company, Wand 
Co. will pay royalties for the assignment of a patent for three 
years. The royalties paid should be reported as expense 



a. In the period paid. 

b. In the period incurred. 

c. At the date the royalty agreement began. 

d. At the date the royalty agreement expired. 

30. Clark Co.’s advertising expense account had a balance of 
$146,000 at December 31, year 1, before any necessary year- 
end adjustment relating to the following: 

• Included in the $146,000 is the $15,000 cost of printing 
catalogs for a sales promotional campaign in January 

• Radio advertisements broadcast during December year 
1 were billed to Clark on January 2, year 2. Clark paid 
the $9,000 invoice on January 1 1 , year 2. 

What amount should Clark report as advertising expense in 
its income statement for the year ended December 31, year 1? 

a. $122,000 

b. $131,000 

c. $140,000 

d. $155,000 

31. An analysis of Thrift Corp.’s unadjusted prepaid expense 
account at December 31, year 2, revealed the following: 

• An opening balance of $ 1 ,500 for Thrift’s comprehen- 
sive insurance policy. Thrift had paid an annual pre- 
mium of $3,000 on July 1, year 1. 

• A $3,200 annual insurance premium payment made 
July 1, year 2. 

• A $2,000 advance rental payment for a warehouse 
Thrift leased for one year beginning January 1, year 3. 

In its December 31, year 2 balance sheet, what amount should 
Thrift report as prepaid expenses? 

a. $5,200 

b. $3,600 

c. $2,000 

d. $1,600 

32. Roro, Inc. paid $7,200 to renew its only insurance policy 
for three years on March 1, year 1, the effective date of the 
policy. At March 31, year 1, Roro’s unadjusted trial balance 
showed a balance of $300 for prepaid insurance and $7,200 
for insurance expense. What amounts should be reported for 
prepaid insurance and insurance expense in Roro’s financial 
statements for the three months ended March 31, year 1? 

Prepaid insurance Insurance expense 



a. $7,000 $300 

b. $7,000 $500 

c. $7,200 $300 

d. $7,300 $200 



33. Aneen’s Video Mart sells one- and two-year mail 
order subscriptions for its video-of-the-month business. 
Subscriptions are collected in advance and credited to sales. An 
analysis of the recorded sales activity revealed the following: 

Year 1 Year 2 

Sales $420,000 $500,000 

Less cancellations 20,000 30,000 

Net sales $ 400,000 $470,000 
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Subscriptions expirations: 

Year 1 $120,000 

Year 2 155,000 

Year 3 125,000 

Year 4 

$ 400,000 

In Aneen’s December 31, year 2 balance sheet, the 
balance for unearned subscription revenue should be 

a. $495,000 

b. $470,000 

c. $465,000 

d. $340,000 

34. Regal Department Store sells gift certificates, redeemable 
for store merchandise, that expire one year after their issuance. 
Regal has the following information pertaining to its gift 
certificates sales and redemptions: 

Unredeemed at 12/31/Y1 $75,000 

Year 2 sales 250,000 

Year 2 redemptions of prior year sales 25,000 

Year 2 redemptions of current year sales 175,000 

Regal’s experience indicates that 10% of gift certificates 
sold will not be redeemed. In its December 31, year 2 balance 
sheet, what amount should Regal report as unearned revenue? 

a. $125,000 

b. $112,500 

c. $100,000 

d. $50,000 

35. Wren Corp.’s trademark was licensed to Mont Co. for 
royalties of 15% of sales of the trademarked items. Royalties 
are payable semiannually on March 15 for sales in July 
through December of the prior year, and on September 15 for 
sales in January through June of the same year. Wren received 
the following royalties from Mont: 

March 15 September 15 

Year 1 $10,000 $15,000 

Year 2 12,000 17,000 

Mont estimated that sales of the trademarked items would 
total $60,000 for July through December year 2. In Wren’s 
year 2 income statement, the royalty revenue should be 

a. $26,000 

b. $29,000 

c. $38,000 

d. $41,000 

36. In year 1 , Super Comics Corp. sold a comic strip to 
Fantasy, Inc. and will receive royalties of 20% of future 
revenues associated with the comic strip. At December 31, 
year 2, Super reported royalties receivable of $75,000 from 
Fantasy. During year 3, Super received royalty payments of 
$200,000. Fantasy reported revenues of $1,500,000 in year 
3 from the comic strip. In its year 3 income statement, what 
amount should Super report as royalty revenue? 

a. $125,000 

b. $175,000 



c. $200,000 

d. $300,000 

37. Rill Co. owns a 20% royalty interest in an oil well. Rill 
receives royalty payments on January 31 for the oil sold 
between the previous June 1 and November 30, and on July 
31 for oil sold between December 1 and May 31. Production 
reports show the following oil sales: 



June 1, year 1 - November 30, year 1 $300,000 

December 1, year 1 - December 31, year 1 50,000 

December 1, year 1 - May 31, year 2 400,000 

June 1 , year 2 - November 30, year 2 325,000 

December 1 , year 2 - December 3 1 , year 2 70,000 



What amount should Rill report as royalty revenue for 
year 2? 

a. $140,000 

b. $144,000 

c. $149,000 

d. $159,000 

38. Decker Company assigns some of its patents to other 
enterprises under a variety of licensing agreements. In some 
instances advance royalties are received when the agreements 
are signed, and in others, royalties are remitted within sixty 
days after each license year-end. The following data are 
included in Decker’s December 31 balance sheet: 

Year 1 Year 2 

Royalties receivable $90,000 $85,000 

Unearned royalties 60,000 40,000 

During year 2 Decker received royalty remittances 
of $200,000. In its income statement for the year ended 
December 31, year 2, Decker should report royalty income of 

a. $195,000 

b. $215,000 

c. $220,000 

d. $225,000 

39. Cooke Company acquires patent rights from other enter- 
prises and pays advance royalties in some cases, and in others, 
royalties are paid within ninety days after year-end. The follow- 
ing data are included in Cooke’s December 31 balance sheets: 

Year 1 Year 2 

Prepaid royalties $55,000 $45,000 

Royalties payable 80,000 75,000 

During year 2 Cooke remitted royalties of $300,000. In its 
income statement for the year ended December 31, year 2, 
Cooke should report royalty expense of 

a. $295,000 

b. $305,000 

c. $310,000 

d. $330,000 

40. The premium on a three-year insurance policy expiring on 
December 31, year 3, was paid in total on January 1, year 1. 
The original payment was initially debited to a prepaid asset 
account. The appropriate journal entry has been recorded on 



$130,000 

200,000 

140,000 

$ 470,000 
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December 31, year 1. The balance in the prepaid asset account 
on December 31, year 1, should be 

a. Zero. 

b. The same as it would have been if the original 
payment had been debited initially to an expense 
account. 

c. The same as the original payment. 

d. Higher than if the original payment had been debited 
initially to an expense account. 

41. On January 1, year 1, Sip Co. signed a five-year contract 
enabling it to use a patented manufacturing process beginning 
in year 1 . A royalty is payable for each product produced, 
subject to a minimum annual fee. Any royalties in excess of 
the minimum will be paid annually. On the contract date, 

Sip prepaid a sum equal to two years’ minimum annual fees. 
In year 1, only minimum fees were incurred. The royalty 
prepayment should be reported in Sip’s December 31, year 1 
financial statements as 

a. An expense only. 

b. A current asset and an expense. 

c. A current asset and noncurrent asset. 

d. A noncurrent asset. 

42. A retail store received cash and issued gift certificates 
that are redeemable in merchandise. The gift certificates 
lapse one year after they are issued. How would the deferred 
revenue account be affected by each of the following 
transactions? 

Redemption of certificates Lapse of certificates 

a. No effect 



No effect 
No effect 



45. Zeta Co. reported sales revenue of $4,600,000 in its 
income statement for the year ended December 31, year 2. 
Additional information is as follows: 

12/31/Y1 

Accounts receivable $1,000,000 

Allowance for (60,000) 

uncollectible accounts 

Zeta wrote off uncollectible accounts totaling $20,000 
during year 2. Under the cash basis of accounting, Zeta would 
have reported year 2 sales of 

a. $4,900,000 

b. $4,350,000 

c. $4,300,000 

d. $4,280,000 

46. Marr Corp. reported rental revenue of $2,210,000 
in its cash basis federal income tax return for the year 
ended November 30, year 2. Additional information is as 
follows: 

Rents receivable — November 30, year 2 $ 1 ,060,000 

Rents receivable — November 30, year 1 800,000 

Uncollectible rents written off during the 
fiscal year 30,000 

Under the accrual basis, Marr should report rental 
revenue of 

a. $1,920,000 

b. $1,980,000 

c. $2,440,000 

d. $2,500,000 

47. The following information pertains to Eagle Co.’s year 1 
sales: 



12/31/Y2 

$1,300,000 

( 110 , 000 ) 



43. Jersey, Inc. is a retailer of home appliances and offers a 
service contract on each appliance sold. Jersey sells appliances 
on installment contracts, but all service contracts must be paid 
in full at the time of sale. Collections received for service 
contracts should be recorded as an increase in a 

a. Deferred revenue account. 

b. Sales contracts receivable valuation account. 

c. Stockholders’ valuation account. 

d. Service revenue account. 

A.4. Cash to Accrual 

44. Ward, a consultant, keeps her accounting records on a 
cash basis. During year 2, Ward collected $200,000 in fees 
from clients. At December 31, year 1, Ward had accounts 
receivable of $40,000. At December 31, year 2, Ward had 
accounts receivable of $60,000, and unearned fees of $5,000. 
On an accrual basis, what was Ward’s service revenue 

for year 2? 

a. $175,000 

b. $180,000 

c. $215,000 

d. $225,000 



Cash sales 

Gross $80,000 

Returns and allowances 4,000 

Credit sales 

Gross 120,000 

Discounts 6,000 



On January 1, year 1, customers owed Eagle $40,000. 
On December 31, year 1, customers owed Eagle $30,000. 
Eagle uses the direct writeoff method for bad debts. No 
bad debts were recorded in year 1 . Under the cash basis of 
accounting, what amount of net revenue should Eagle report 
for year 1? 

a. $76,000 

b. $170,000 

c. $190,000 

d. $200,000 

48. The following balances were reported by Mall Co. at 
December 31, year 2 and year 1: 

12/31/Y2 12/31/Y1 

Inventory $260,000 $290,000 

Accounts payable 75,000 50,000 
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Mall paid suppliers $490,000 during the year ended December 
31, year 2. What amount should Mall report for cost of goods 
sold in year 2? 

a. $545,000 

b. $495,000 

c. $485,000 

d. $435,000 

49. Class Corp. maintains its accounting records on the 
cash basis but restates its financial statements to the accrual 
method of accounting. Class had $60,000 in cash-basis pretax 
income for year 2. The following information pertains to 
Class’s operations for the years ended December 31, year 2 
and year 1 : 

Year 2 Year 1 

Accounts receivable $40,000 $20,000 

Accounts payable 15,000 30,000 

Under the accrual method, what amount of income before 
taxes should Class report in its December 31, year 2 income 
statement? 

a. $25,000 

b. $55,000 

c. $65,000 

d. $95,000 

50. On February 1, year 1, Tory began a service 
proprietorship with an initial cash investment of $2,000. The 
proprietorship provided $5,000 of services in February and 
received full payment in March. The proprietorship incurred 
expenses of $3,000 in February, which were paid in April. 
During March, Tory drew $1,000 against the capital account. 
In the proprietorship’s financial statements for the two months 
ended March 31, year 1, prepared under the cash basis method 
of accounting, what amount should be reported as capital? 

a. $1,000 

b. $3,000 

c. $6,000 

d. $7,000 

51. Compared to the accrual basis of accounting, the cash 
basis of accounting understates income by the net decrease 
during the accounting period of 

Accounts receivable Accrued expenses 



a. Yes Yes 

b. Yes No 

c. No No 

d. No Yes 



52. White Co. wants to convert its year 1 financial statements 
from the accrual basis of accounting to the cash basis. Both 
supplies inventory and office salaries payable increased 
between January 1, year 1, and December 31, year 1. To obtain 
year 1 cash basis net income, how should these increases be 
added to or deducted from accrual-basis net income? 

Supplies inventory Office salaries payable 

a. Deducted Deducted 

b. Deducted Added 



c. Added Deducted 

d. Added Added 



53. Before year 2, Droit Co. used the cash basis of 
accounting. As of December 31, year 2, Droit changed to the 
accrual basis. Droit cannot determine the beginning balance 
of supplies inventory. What is the effect of Droit’s inability to 
determine beginning supplies inventory on its year 2 accrual- 
basis net income and December 31, year 2 accrual-basis 
owners’ equity? 



b. 



d. 



Year 2 net income 

No effect 
No effect 
Overstated 
Overstated 



12/31/Y2 owners’ equity 

No effect 
Overstated 
No effect 
Overstated 



A.5. Installment Sales 



54. Gant Co., which began operations on January 1, year 
1, appropriately uses the installment method of accounting. 
The following information pertains to Gant’s operations for 



Installment sales 


$500,000 


Regular sales 


300,000 


Cost of installment sales 


250,000 


Cost of regular sales 


150,000 


General and administrative expenses 


50,000 


Collections on installment sales 


100,000 



In its December 31, year 1 balance sheet, what amount should 
Gant report as deferred gross profit? 

a. $250,000 

b. $200,000 

c. $160,000 

d. $75,000 

55. Since there is no reasonable basis for estimating the 
degree of collectibility, Astor Co. uses the installment method 
of revenue recognition for the following sales: 



Sales 

Collections from: 

Year 1 sales 
Year 2 sales 
Accounts written off: 
Year 1 sales 
Year 2 sales 
Gross profit percentage 



Year 2 Year 1 

$900,000 $600,000 

100,000 200,000 

300.000 

150.000 50,000 

50,000 

40% 30% 



What amount should Astor report as deferred gross profit in its 
December 31, year 2 balance sheet for the year 1 and year 2 
sales? 



a. $150,000 

b. $160,000 

c. $225,000 

d. $250,000 
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56. Luge Co., which began operations on January 2, year 1, 
appropriately uses the installment sales method of accounting. 
The following information is available for year 2: 



installment on January 2, year 2, of $325,000, which included 
accrued interest of $75,000. What amount of deferred gross 
profit should Blake report at December 31, year 2? 



Installment accounts receivable, December 

31, year 2 $800,000 

Deferred gross profit, December 31, year 
2 (before recognition of realized gross 
profit for year 2) 560,000 

Gross profit on sales 40% 



For the year ended December 31, year 2, cash collections and 
realized gross profit on sales should be 



Cash collections 

a. $400,000 

b. $400,000 

c. $600,000 

d. $600,000 



Realized gross profit 

$320,000 

$240,000 

$320,000 

$240,000 



57. Dolce Co., which began operations on January 1, year 
1, appropriately uses the installment method of accounting to 
record revenues. The following information is available for the 
years ended December 31, year 1 and year 2: 



Year 1 Year 2 

Sales $1,000,000 $2,000,000 

Gross profit realized on 
sales made in: 

Year 1 150,000 90,000 

Year 2 - 200,000 

Gross profit percentages 30% 40% 



What amount of installment accounts receivable should Dolce 
report in its December 31, year 2 balance sheet? 



a. $150,000 

b. $172,500 

c. $180,000 

d. $225,000 

60. For financial statement purposes, the installment method 
of accounting may be used if the 

a. Collection period extends over more than twelve 
months. 

b. Installments are due in different years. 

c. Ultimate amount collectible is indeterminate. 

d. Percentage-of-completion method is inappropriate. 

61. According to the installment method of accounting, gross 
profit on an installment sale is recognized in income 

a. On the date of sale. 

b. On the date the final cash collection is received. 

c. In proportion to the cash collection. 

d. After cash collections equal to the cost of sales have 
been received. 

62. Income recognized using the installment method of 
accounting generally equals cash collected multiplied by the 

a. Net operating profit percentage. 

b. Net operating profit percentage adjusted for expected 
uncollectible accounts. 

c. Gross profit percentage. 

d. Gross profit percentage adjusted for expected un- 
collectible accounts. 



a. $1,225,000 

b. $1,300,000 

c. $1,700,000 

d. $1,775,000 

58. On December 31, year 1, Mill Co. sold construction 
equipment to Drew, Inc. for $1,800,000. The equipment 
had a carrying amount of $1,200,000. Drew paid $300,000 
cash on December 31, year 1, and signed a $1,500,000 note 
bearing interest at 10%, payable in five annual installments 
of $300,000. Mill appropriately accounts for the sale under 
the installment method. On December 31, year 2, Drew paid 
$300,000 principal and $150,000 interest. For the year ended 
December 31, year 2, what total amount of revenue should 
Mill recognize from the construction equipment sale and 
financing? 

a. $250,000 

b. $150,000 

c. $120,000 

d. $100,000 

59. On January 2, year 1, Blake Co. sold a used machine to 
Cooper, Inc. for $900,000, resulting in a gain of $270,000. On 
that date. Cooper paid $150,000 cash and signed a $750,000 
note bearing interest at 10%. The note was payable in three 
annual installments of $250,000 beginning January 2, year 

2. Blake appropriately accounted for the sale under the 
installment method. Cooper made a timely payment of the first 



63. It is proper to recognize revenue prior to the sale of mer- 
chandise when 

I. The revenue will be reported as an installment sale. 

II. The revenue will be reported under the cost recovery 
method. 

a. I only. 

b. II only. 

c. Both I and II. 

d. Neither I nor II. 

A.6. Cost Recovery Method 

64. The following information pertains to a sale of real estate 
by Ryan Co. to Sud Co. on December 31, year 1: 

Carrying amount $2,000,000 

Sales price: 

Cash $300,000 

Purchase money 2,700,000 3,000,000 

mortgage 

The mortgage is payable in nine annual installments of 
$300,000 beginning December 31, year 2, plus interest of 
10%. The December 31, year 2 installment was paid as 
scheduled, together with interest of $270,000. Ryan uses the 
cost recovery method to account for the sale. What amount of 
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income should Ryan recognize in year 2 from the real estate 
sale and its financing? 

a. $570,000 

b. $370,000 

c. $270,000 

d. $0 

65. Wren Co. sells equipment on installment contracts. Which 
of the following statements best justifies Wren’s use of the 
cost recovery method of revenue recognition to account for 
these installment sales? 

a. The sales contract provides that title to the equipment 
only passes to the purchaser when all payments have 
been made. 

b. No cash payments are due until one year from the date 
of sale. 

c. Sales are subject to a high rate of return. 

d. There is no reasonable basis for estimating collectibility. 

66. According to the cost recovery method of accounting, 
gross profit on an installment sale is recognized in income 

a. After cash collections equal to the cost of sales have 
been received. 

b. In proportion to the cash collections. 

c. On the date the final cash collection is received. 

d. On the date of sale. 

A. 7. Franchise Agreements 

67. On December 31, year 1, Rice, Inc. authorized Graf to 
operate as a franchisee for an initial franchise fee of $150,000. 
Of this amount, $60,000 was received upon signing the 
agreement and the balance, represented by a note, is due in 
three annual payments of $30,000 each beginning December 
31, year 2. The present value on December 31, year 1, of the 
three annual payments appropriately discounted is $72,000. 
According to the agreement, the nonrefundable down payment 
represents a fair measure of the services already performed 
by Rice; however, substantial future services are required of 
Rice. Collectibility of the note is reasonably certain. In Rice’s 
December 31, year 1 balance sheet, unearned franchise fees 
from Graf’s franchise should be reported as 

a. $132,000 

b. $100,000 

c. $90,000 

d. $72,000 

68. Each of Potter Pie Co.’s twenty-one new franchisees con- 
tracted to pay an initial franchise fee of $30,000. By Decem- 
ber 31, year 1, each franchisee had paid a nonrefundable 
$10,000 fee and signed a note to pay $10,000 principal plus 
the market rate of interest on December 31, year 2, and 
December 31, year 3. Experience indicates that one franchisee 
will default on the additional payments. Services for the initial 
fee will be performed in year 2. What amount of net unearned 
franchise fees would Potter report at December 31, year 1? 

a. $400,000 

b. $600,000 

c. $610,000 

d. $630,000 



A. 8. Real Estate Transactions 

69. In which of the following examples of real estate transac- 
tions would the seller not transfer the usual risks and rewards 
of ownership? 

I. The buyer can compel the seller to repurchase the 
property. 

II. The seller guarantees the return of the buyer’s investment. 

III. The seller is required to support operations of the buyer 

and will be reimbursed on a cost plus 5% basis. 

a. I. 

b. II. 

c. III. 

d. I and II. 

70. Esker Inc. specializes in real estate transactions other than 
retail land sales. On January 1, year 1, Esker consummated a 
sale of property to Kame Ltd. The amount of profit on the sale 
is determinable and Esker is not obligated to perform any addi- 
tional activities to earn the profit. Kame’s initial and continuing 
investments were adequate to demonstrate a commitment to pay 
for the property. However, Esker’s receivable may be subject to 
future subordination. Esker should account for the sale using the 

a. Deposit method. 

b. Reduced recovery method. 

c. Cost recovery method. 

d. Full accrual method. 

A. 9. Multiple-Deliverable Revenue 

Arrangements 

71. Which of the following is one of the conditions that must 
exist for a company to recognize revenue on separate units 
under a multiple-deliverables arrangement? 

a. The delivered item has value on a stand-alone basis 
and can be sold separately. 

b. The delivered item is not returnable. 

c. Collection has occurred for all of the separate units. 

d. The separate units must be delivered within 90 days of 
the end of the accounting period. 

A.10. Research or Development Accounted for 
on the Milestone Basis 

72. The milestone method of accounting may be used to 
recognize revenue for 

a. Multiple-deliverable products or services. 

b. Research and development arrangements. 

c. Long-term construction contracts. 

d. Franchise arrangements. 

73. The milestone method of revenue recognition provides 
that if a substantive milestone is achieved, what amount of 
revenue is recognized? 

a. Revenue is recognized up to the amount of cash collected. 

b. A provisions rata share of revenue based upon the per- 
centage delivered to date. 

c. Contingent revenue is recognized in its entirety. 

d. A percentage of total revenue based on the separate 
units delivered. 
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A.15. International Financial Reporting 
Standards (IFRS) 

74. Which of the following organizations is responsible for 
setting International Financial Reporting Standards? 

a. Financial Accounting Standards Board. 

b. International Accounting Standards Committee. 

c. Financial Accounting Committee. 

d. International Accounting Standards Board. 

75. According to the IASB Framework for the Preparation 
and Presentation of Financial Statements, the fundamental 
qualitative characteristic of relevance includes 

a. Predictive value and feedback value. 

b. Verifiability, neutrality, and representational 
faithfulness. 

c. Predictive value and confirmatory value. 

d. Comparability and timeliness. 

76. According to the IASB Framework , the financial 
statement element that is defined as increases in economic 
benefits during the accounting period in the form of inflows or 
enhancements of assets or decreases of liabilities that result in 
increases in equity, other than those relating to contributions 
from equity participants, is 

a. Revenue. 

b. Income. 

c. Profits. 

d. Gains. 

77. According to the IASB Framework, the two criteria 
required for incorporating items into the income statement or 
statement of financial position are that 

a. It meets the definition of relevance and faithful 
representation. 

b. It meets the definition of an element and can be 
measured reliably. 

c. It satisfies the criteria of capital maintenance. 

d. It meets the requirements of comparability and 
consistency. 

78. If the outcome of rendering services cannot be estimated 
reliably, IFRS requires the use of which revenue recognition 
method? 

a. Percentage-of-completion method. 

b. Completed contract method. 

c. Cost recovery method. 

d. Installment method. 



80. Upon first- time adoption of IFRS, an entity may elect to 
use fair value as deemed cost for 

a. Biological assets related to agricultural activity for 
which there is no active market. 

b. Intangible assets for which there is no active market. 

c. Any individual item of property, plant, and equipment. 

d. Financial liabilities that are not held for trading. 

81. Under IFRS, which of the following is the first step within 
the hierarchy of guidance to which management refers, and 
whose applicability it considers, when selecting accounting 
policies? 

a. Consider the most recent pronouncements of other 
standard-setting bodies to the extent they do not con- 
flict with the IFRS or the IASB Framework. 

b. Apply a standard from IFRS if it specifically relates to 
the transaction, other event, or condition. 

c. Consider the applicability of the definitions, recogni- 
tion criteria, and measurement concepts in the IASB 
Framework. 

d. Apply the requirements in IFRS dealing with similar 
and related issues. 

82. On July 1, year 2, a company decided to adopt IFRS. The 
company’s first IFRS reporting period is as of and for the year 
ended December 31, year 2. The company will present one 
year of comparative information. What is the company’s date 
of transition to IFRS? 

a. January 1, year 1. 

b. January 1, year 2. 

c. July 1, year 2. 

d. December 31, year 2. 

83. How should a first-time adopter of IFRS recognize the 
adjustments required to present its opening IFRS statement of 
financial position? 

a. All of the adjustments should be recognized in profit 
or loss. 

b. Adjustments that are capital in nature should be recog- 
nized in retained earnings and adjustments that are 
revenue in nature should be recognized in profit or 

c. Current adjustments should be recognized in profit or 
loss and noncurrent adjustments should be recognized 
in retained earnings. 

d. All of the adjustments should be recognized directly 
in retained earnings or, if appropriate, in another 
category of equity. 



79. Which of the following is not one of the criteria for 
revenue recognition for sales of goods under IFRS? 

a. The significant risks and rewards of ownership of 
goods are transferred. 

b. Payment has been received. 

c. The entity does not retain either a continuing manage- 
rial involvement or control over the goods. 

d. The costs incurred can be measured reliably. 



A. 16. Private Company Standards 

84. A private entity is defined as: 

a. An entity required to file with the SEC or a business 
entity that is required to prepare and make publicly 
available U.S. GAAP financial statements. 

b. The same as a public entity. 

c. An entity other than a public business entity, a not-for- 
profit entity, or Topic 960-965 employee benefit plan. 
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d. An entity other than a public business entity or not- 
for-profit entity. 

85. According to the Private Company Decision Making 
Framework, which of the following is not a potential 
differential factor between public business entities and private 
companies potentially necessitating the need for alternative 
private company guidance? 

a. Number of company investments. 

b. Number of primary users. 

c. Accounting resources. 

d. Ownership and capital structure. 



86. According to the Private Company Decision-Making 
Framework, which of the following five items are to be used 
as a guide to determine if there should be differential guidance 
between public and private companies? 

a. Historical cost; disclosures; matching; effective date; 
and transition method. 

b. Recognition and measurement; disclosures; display; 
balance sheet and income statement; and transition 
method. 

c. Recognition and measurement; disclosures; display; 
effective date; and transition method. 

d. Historical cost; disclosures; display; effective date; 
and transition method. 
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Multiple- Choice Answers and Explanations 



Answers 




Explanations 

1. (c) The Statements of Financial Accounting Concepts 
(SFAC) were issued to establish a framework from which 
financial accounting and reporting standards could be 
developed. The SFAC provide the theory behind accounting 
and reporting and provide guidance when no GAAP exists. 

The SFAC are not included as GAAP. 

2. (d) Per SFAC 8, the objectives of financial reporting focus 
on providing present and potential investors and creditors with 
information useful in making investment decisions. Financial 
statement users do not have the authority to prescribe the data 
they desire. Therefore, they must rely on external financial 
reporting to satisfy their information needs, and the objectives 
must be based on the needs of those users. 

3. (b) The FASB conceptual framework has identified the cost- 
benefit constraint to the relevance of providing financial reports. 
Information is not disclosed if the costs of disclosure outweigh 
the benefits of providing the information. Comparability is an 
enhancing qualitative characteristic. Reliability is no longer part 
of the conceptual framework according to SFAC 8. Faithful 
representation is a fundamental qualitative characteristic. 

4. (c) The enhancing qualitative characteristics 
of financial reporting are comparability (including 
consistency), verifiability, timeliness, and understandability. 
Answer (a) is incorrect because relevance and faithful 
representation are fundamental qualitative characteristics 
of financial information. Reliability is no longer listed as 

a fundamental quality. Answer (b) is incorrect because 
cost-benefit is a constraint, and materiality is a threshold 
for reporting useful information. Answer (d) is incorrect 
because completeness, neutrality, and freedom from error 
are characteristics of faithful representation, a fundamental 
qualitative characteristic. 



5. (b) SFAC 8 defines neutrality as the quality of infor- 
mation which requires freedom from bias toward a predeter- 
mined result. Unbiased information would always be more 
faithfully represented than biased information. Other compo- 
nents of faithful representation include information to be 
verifiable and free from error. Neutrality is not an ingredient 
of relevance because relevance requires information to have 
predictive value and confirmatory value, or both. 

6. (a) Per SFAC 8, comparability is an enhancing quality of 
financial reporting which relates to both relevance and faithful 
representation. Confirmatory value and predictive value only 
relate to relevance. Freedom from error only relates to faithful 
representation. 

7. (d) Per SFAC 5, recognition is the process of formally 
recording or incorporating an item into the financial statements 
as an asset, liability, revenue, expense, or the like. According 
to SFAC 6, allocation is the process of assigning or distributing 
an amount according to a plan or formula, matching is the 
simultaneous recognition of revenues with expenses that 

are related directly or jointly to the same transactions or 
events, and realization is the process of converting noncash 
resources and rights into money. 

8. (a) Per SFAC 5, earnings and comprehensive income 
have the same broad components — revenues, expenses, gains, 
and losses — but are not the same because certain classes of 
gains and losses are excluded from earnings. Changes in 
market values of investments in marketable equity securities 
classified as available-for-sale securities are included in 
comprehensive income, but are excluded from earnings until 
realized. Answers (b), (c), and (d) are incorrect because 
they would be included in both earnings and comprehensive 
income. Note that unrealized gains and losses on marketable 
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equity securities classified as trading securities are included in 
earnings. This treatment is in accordance with SFAS 115. 

9. (c) Per SFAC 6, comprehensive income includes all 
changes in equity during a period except those resulting from 
investments by owners and distributions to owners. Dividends 
paid to stockholders is a change in equity resulting from a 
distribution to owners, so it is excluded from comprehensive 
income. Answers (a), (b), and (d) are all included in 
comprehensive income because they are changes in equity, but 
are not investments by, or distributions to, owners. 

10. (d) The fundamental qualitative characteristic of faithful 
representation has the components of completeness, neutrality, 
and freedom from error. Answer (a) is incorrect because 
predictive value and confirmatory value are the components of 
relevance. Answer (b) is incorrect because comparability and 
consistency are enhancing characteristics, and confirmatory 
value is a component of relevance. Answer (c) is incorrect, 
because understandability is an enhancing characteristic, 
predictive value is a component of relevance, and reliability is 
no longer a characteristic in the concept statements. 

11. (b) According to SFAC 6, realization is the process of 
converting noncash resources and rights into money through 
the sale of assets for cash or claims to cash. When equipment 
is sold for a note receivable, money is realized since a note 
qualifies as a claim to cash. Answers (a) and (d) relate to cost 
allocation. Answer (c) is incorrect because accounts receivable 
represents a claim to cash. Realization occurs at the time of 
sale rather than when cash is collected. 

12. (d) An estimate of an impairment charge to a fixed asset 
can only be a faithful representation if the entity has applied 
impairment rules properly, disclosed the process of arriving at 
the impairment estimate and disclosed any uncertainties that 
affect the impairment estimate. Assuming the above is true, 
and no other estimate is better than the derived estimate, then 
the estimate is comprised of the best available information. 
Therefore, it is a faithful representation. 

13. (a) Relevant financial information is capable of making 
a difference if it has predictive value, confirmatory, value, 
or both. Predictive value requires information to be used to 
predict future outcomes. Confirmatory value requires that 
information either confirm or change prior expectations. An 
interim report provides both predictive value and confirmatory 
value because it provides a basis to forecast future earnings 
and it provides feedback about prior performance expectations. 
Therefore, interim reporting is relevant. 

14. (c) Per SFAC 6, the major difference between financial 
and physical capital maintenance is related to the effects of 
price changes on assets held and liabilities owed during a 
period. The financial capital concept is applied in current 
GAAP. Under this concept, the effects of the price changes 
described above are considered “holding gains and losses,” and 
are included in computing return on capital. Comprehensive 
income, which is described in SFAC 5, is “the change in equity 
of a business enterprise during a period from transactions and 
other events and circumstances from nonowner sources.” It 

is also a measure of return on financial capital. The concept 
of physical capital maintenance seeks to measure the effects 



of price changes that are not currently captured under GAAP 
(e.g., replacement costs of nonmonetary assets). Under this 
concept, holding gains and losses are considered “capital 
maintenance adjustments” which would be included directly in 
equity and excluded from return on capital. 

15. (d) Per SFAC 6, revenues are inflows of assets or settle- 
ments of liabilities, or both, during a period as a result 

of an entity’s major or primary operations. Two essential 
characteristics of revenues are that revenues (1) arise from a 
company’s primary earnings activities and (2) are recurring or 
continuing in nature. Therefore, answer (d) is correct because 
it meets the above criteria. Answers (b) and (c) are incorrect 
because they result from incidental transactions. Answer (a) is 
incorrect because a decrease of an asset is not a revenue. 

16. (d) Per SFAC 6, the common quality shared by all 
assets is “service potential” or “future economic benefit.” Per 
SFAC 6, assets commonly have other distinguishing features, 
such as being legally enforceable, tangible or acquired at a 
cost. These features, however, are not essential characteristics 
of assets. 

17. (d) Per SFAC 5, five different attributes are used to 
measure assets and liabilities in present practice: historical 
cost, current (replacement) cost, current market value, net 
realizable value, and present value of future cash flows. Three 
of these (historical cost, replacement cost, and net realizable 
value) are used in measuring inventory at lower of cost or 
market. Present value of future cash flows is not used to 
measure inventory. 

18. (c) The most relevant measure of a liability always 
reflects the credit standing of the entity obligated to pay, 
according to SFAC 7. Those who hold the entity’s obligations 
as assets incorporate the entity’s credit standing in determining 
the prices they are willing to pay. 

19. (d) SFAC 7 provides a framework for using future 
cash flows as the basis for accounting measurements at 
initial recognition or fresh-start measurements and for the 
interest method of amortization. FASB limited SFAC 7 
to measurement issues (how to measure) and chose not 
to address recognition questions (when to measure). 

SFAC 7 introduces the expected cash flow approach, which 
differs from the traditional approach by focusing on explicit 
assumptions about the range of possible estimated cash flows 
and their respective probabilities. 

20. (d) The expected cash flow approach uses all expectations 
about possible cash flows in developing a measurement, rather 
than just the single most-likely cash flow. By incorporating a 
range of possible outcomes (with their respective timing differ- 
ences), the expected cash flow approach accommodates the use 
of present value techniques when the timing of cash flows is 
uncertain. Thus, the expected cash flow is likely to provide a 
better estimate of fair value than the minimum, most-likely, or 
maximum taken alone. According to SFAC 7, expected present 
value refers to the sum of probability-weighted present values 
in a range of estimated cash flows, all discounted using the 
same interest rate convention. 
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21. (b) The computation of expected present value using 
single interest rate is as follows: 



PV of $200,000 in one year at 5% 
Probability 

PV of $200,000 in two years at 5% 
Probability 

PV of $200,000 in three years at 
5% Probability 



$190,476 

20% $38,095 

$181,406 

50% 90,703 

$172,768 

30% 51,830 

$ 180,628 



According to SFAC 7, expected present value refers to the 
sum of probability-weighted present values in a range of 
estimated cash flows, all discounted using the same interest 
rate convention. 



27. (c) Income generally accrues only at the time of sale, and 
gains may not be anticipated by reflecting assets at their cur- 
rent sales prices. Exception to this general rule is granted, how- 
ever, for agricultural products that are homogenous and have an 
immediate marketability at quoted prices such as the cotton in 
this problem (ASC 905-330-30-1). When these inventories are 
stated at sales prices, they should be reduced by expenditures 
to be incurred in disposal. Amar Farms should, therefore, 
recognize revenue on the entire 300,000 pound crop in year 1 at 
the guaranteed (and prevailing) market price of $.70 per pound. 
This amounts to $210,000 (300,000 pounds x $.70 per pound = 
$210,000). Note that the additional $.02 per pound for the cot- 
ton sold in year 2 would be recognized in year 2, since its selling 
price exceeded the current (year 1) market price. 



22. (c) Like depreciation and amortization conventions, 
interest methods are grounded in notions of historical cost, not 
current cost. 

23. (a) According to SFAC 7, the objective of using present 
value in an accounting measurement is to capture, to the 
extent possible, the economic difference between sets of 
future cash flows. The objective of present value, when used 
in accounting measurements at initial recognition and fresh- 
start measurements, is to estimate fair value. Stated differently, 
present value should attempt to capture the elements that taken 
together would comprise a market price, if one existed, that 

is fair value. Value-in-use and entity-specific measurements 
attempt to capture the value of an asset or liability in the 
context of a particular entity. An entity-specific measurement 
substitutes the entity’s assumptions for those that marketplace 
participants would make. 

24. (c) The Codification provides guidance on the de- 
termination of gain or loss on disposal of a component of 
a business. According to this guidance, such determination 
should be based on estimates of the net realizable value of 
the component. Since Brooks Co. plans to discontinue its 
entire operations, the appropriate measurement basis for its 
equipment is net realizable value. Historical cost and current 
reproduction and replacement costs are not appropriate 
measurement bases for assets once an entity has decided to 
discontinue its operations because these amounts do not reflect 
the entity’s probable future benefit, which is a characteristic of 
assets per SFAC 6. 

25. (d) The FASB Accounting Standards Codification in- 
cludes all previous level A-D GAAP. The Codification 
includes the authoritative literature of the Financial Accounting 
Standards Board, the Emerging Issues Task Force Abstracts, 
Accounting Principles Board Opinions, Accounting Research 
Bulletins, Accounting Interpretations, AICPA Statements of 
Position, AICPA Audit and Accounting Guides, and Practice 
Bulletins. The FASB Accounting Standards Codification does 
not include the AICPA Statements of Auditing Standards. The 
auditing standards are included in the Professional Standards 
issued by the AICPA. 

26. (b) Generally, sales revenue is recognized at the date of 
delivery, because that generally is the time at which a sale has 
occurred. At that point the two criteria for revenue recognition 
were met; the revenue is (1) realized or realizable and (2) it is 
earned (SFAC 6). Therefore, the amount of sales revenue rec- 
ognized in year 1 is $150,000 (50,000 x $3 = $150,000). 



28. (a) Revenue from the sale of a product may be recognized 
at the time of sale only if all of the following conditions are met: 

1 . The seller’s price is fixed or readily determinable. 

2. The buyer has paid the seller or is obligated to pay the 

seller, the obligation not being contingent on resale 
of the product. 

3. The buyer’s obligation to the seller remains 

unchanged in the event of damage or destruction of 
the product. 

4. The buyer is independent from the seller. 

5. The seller does not have any significant obligations 

regarding resale of the product by the buyer. 

6. The amount of future returns can be reasonably 
estimated. 

Because the buyer, Zee, has the right to return the machine 
to the seller, Lin, condition (2) above has not been met. 
Therefore, the recognition of sales revenue and cost of sales is 
not allowable for this transaction. 

29. (b) Under accrual accounting, events that change an 
entity’s financial position are recorded in the period in which the 
events occur. This means revenues are recognized when earned 
rather than when cash is received, and expenses are recognized 
when incurred rather than when cash is paid. Therefore, when 
the royalties are paid. Wand should debit an asset account (pre- 
paid royalties) rather than an expense account. The royalties 
paid should be reported as expense in the period incurred (by 
debiting royalty expense and crediting prepaid royalties). 

30. (c) The balance in the advertising expense account 
on 12/31/Y1 before adjustment is $146,000. Since the 
sales promotional campaign is to be conducted in January, 
any associated costs are an expense of year 2. Thus, the 
$15,000 cost of printing catalogs should be removed from 
the advertising expense account and recorded as a prepaid 
expense as of 12/31/Y1. In addition, advertising expense 
must be increased by the $9,000 cost of December’s radio 
advertisements, which are an expense of year 1 even though 
they were not billed to Clark or paid until year 2. The $9,000 
must be accrued as an expense and a liability at 12/31/Y1. 
Therefore, year 1 advertising expense should total $140,000 
($146,000 - $15,000 + $9,000). 

31. (b) The opening balance in prepaid expenses ($1,500) 
results from a one-year insurance premium paid on 7/1/Y1. 
Since this policy would have expired by 6/30/Y2, no part of 
the $1,500 is included in 12/3 1/Y2 prepaid expenses. The 
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insurance premium paid on 7/1/Y2 ($3,200) would be partially 
expired (6/12) by 12/31/Y2. The remainder (6/12 x $3,200 = 
$1,600) would be a prepaid expense at year-end. The entire 
advance rental payment ($2,000) is a prepaid expense at 12/31/ 
Y2 because it applies to year 3. Therefore, total 12/3 1/Y2 
prepaid expenses are $3,600. 

Prepaid insurance ($3,200 x 6/12) $1,600 

Prepaid rent 2,000 

Total prepaid expenses $ 3,600 

32. (b) Apparently Roro records policy payments as charges 
to insurance expense and records prepaid insurance at the 
end of the quarter through an adjusting entry. The unadjusted 
trial balance amounts at 3/31/Y1 must represent the final two 
months of the old policy ($300 of prepaid insurance) and the 
cost of the new policy ($7,200 of insurance expense). An ad- 
justing entry must be prepared to reflect the correct 3/31/Y1 
balances. Since the new policy has been in force one month 
(3/1 through 3/31), thirty-five months remain unexpired. 
Therefore, the balance in prepaid insurance should be $7,000 
($7,200 x 35/36). Insurance expense should include the cost of 
the last two months of the old policy and the first month of the 
new policy [$300 + ($7,200 x 1/36) = $500]. Roro’s adjusting 
entry would transfer $6,700 from insurance expense to prepaid 
insurance to result in the correct balances. 

33. (c) At 12/3 1/Y2, the liability account unearned sub- 
scription revenue should have a balance which reflects all 
unexpired subscriptions. Of the year 1 sales, $125,000 expires 
during year 3 and would still be a liability at 12/3 1/Y2. Of the 
year 2 sales, $340,000 ($200,000 + $140,000) expires during 
year 3 and year 4, and therefore is a liability at 12/3 1/Y2. 
Therefore, the total liability is $465,000 ($125,000 + $340,000). 
This amount would have to be removed from the sales account 
and recorded as a liability in a 12/3 1/Y2 adjusting entry. 

34. (d) Regal’s unredeemed gift certificates at 12/3 1/Y1 are 
$75,000. During year 2, these certificates are either redeemed 
($25,000) or expire by 12/31/Y2 ($75,000 - $25,000 = 
$50,000). Therefore, none of the $75,000 affects the 12/31/ 

Y2 unearned revenue amount. During year 2, additional 
certificates totaling $250,000 were sold. Of this amount, 
$225,000 is expected to be redeemed in the future [$250,000 - 
(10% x $250,000)]. Since $175,000 of year 2 certificates were 
redeemed in year 2, 12/31/Y2 unearned revenue is $50,000 
($225,000 -$175,000). 

35. (a) The requirement is to calculate Wren’s royalty reve- 
nue for year 2. The 3/15/Y2 royalty receipt ($12,000) would 
not affect year 2 revenue because this amount pertains to reve- 
nues earned for July through December of year 1 and would 
have been accrued as revenue on 12/3 1/Y1. On 9/15/Y2, 

Wren received $17,000 in royalties for the first half of year 

2. Royalties for the second half of year 2 will not be received 
until 3/15/Y3. However, the royalty payment to be received 
for the second six months (15% x $60,000 = $9,000) has been 
earned and should be accrued at 12/3 1/Y2. Therefore, year 2 
royalty revenue is $26,000 ($17,000 + $9,000). 

36. (d) The agreement states that Super is to receive royal- 
ties of 20% of revenues associated with the comic strip. Since 



Fantasy’s year 3 revenues from the strip were $1,500,000, 
Super’s royalty revenue is $300,000 ($1,500,000 x 20%). The 
other information in the problem about the receivable and cash 
payments is not needed to compute revenues. Super’s year 3 
summary entries would be 



Cash 

Royalties rec. 
Royalty revenue 
Royalties rec. 
Royalty revenue 



200,000 

75,000 

125.000 
175,000 

175.000 



($200,000 - $75,000) 
($300,000 - $125,000) 



37. (c) Royalty revenues should be recognized when earned, 
regardless of when the cash is collected. Royalty revenue 
earned from 12/1/Y1 to 5/31/Y2 is $80,000 ($400,000 x 
20%). Of this amount, $10,000 ($50,000 x 20%) was earned 
in December of year 1, so the portion earned in the first five 
months of year 2 is $70,000 ($80,000 - $10,000). Royalty 
revenue earned from 6/1/Y2 to 11/30/Y2 is $65,000 ($325,000 
x 20%). The amount earned from 12/1/Y2 to 12/3 1/Y2, which 
would be accrued at 12/31, is $14,000 ($70,000 x 20%). 
Therefore, year 2 royalty revenue is $149,000. 



1/1/Y2 - 5/31/Y2 


$70,000 


6/1/Y2 - 1 1/30/Y2 


65,000 


12/1/Y2- 12/3 1/Y2 


14,000 




$149,000 


38. (b) The requirement is to calculate the amount of royalty 
income to be recognized in year 2. Cash collected for royal- 


ties totaled $200,000 in year 2. However, this amount must be 


adjusted for changes in the related accounts, : 


is follows: 


Year 2 cash received 


$200,000 


Royalties receivable 12/3 1/Y1 


(90,000) 


Royalties receivable 12/3 1/Y2 


85,000 


Unearned royalties 12/3 1/Y1 


60,000 


Unearned royalties 12/3 1/Y2 


(40,000) 


Royalty income 


$215,000 



The beginning receivable balance ($90,000) is subtracted 
because that portion of the cash collected was recognized as 
revenue last year. The ending receivable balance ($85,000) is 
added because that amount is year 2 revenue, even though it 
has not yet been collected. The beginning balance of unearned 
royalties ($60,000) is added because that amount is assumed 
to be earned during the year. Finally, the ending balance of 
unearned royalties ($40,000) is subtracted since this amount 
was collected, but not earned as revenue, by 12/31/Y2. 



39. (b) The requirement is to determine the amount of 
royalty expense to be recognized in year 2. Cash paid for 
royalties totaled $300,000 in year 2. However, this amount 
must be adjusted for changes in the related accounts, as 
follows: 



Year 2 cash paid $300,000 

Royalties payable 1 2/3 1/Y1 (80,000) 

Royalties payable 12/3 1/Y2 75,000 

Prepaid royalties 12/3 1/Y1 55,000 

Prepaid royalties 12/3 1/Y2 (45,000) 

$ 305,000 
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The beginning payable balance ($80,000) is subtracted because 
that portion of the cash paid was recognized as expense during 
the previous year. The ending payable balance ($75,000) is 
added because that amount has been accrued as year 2 expense, 
even though it has not yet been paid. The beginning balance 
of prepaid royalties ($55,000) is added because that amount is 
assumed to have expired during the year. Finally, the ending 
balance of prepaid royalties ($45,000) is subtracted since this 
amount was paid, but not incurred as an expense, by 12/3 1/Y2. 

40. (b) When the insurance policy was initially purchased, the 
entire balance was debited to a prepaid asset account 

(i.e., prepaid insurance). The adjusting entry at December 31, 
year 1, to recognize the expiration of one year of the policy 
would be 

Insurance expense (1/3 of original pymt.) 

Prepaid (1/3 of original pymt.) 

insurance 

After the adjusting entry, the prepaid asset account would 
contain 2/3 of the original payment. If the original payment 
had instead been debited to an expense account (i.e., insurance 
expense), then the adjusting entry at December 31, year 1 
would be 

Prepaid insurance (2/3 of original pymt.) 

Insurance expense (2/3 of original pymt.) 

This alternate approach would also result in 1/3 of the 
original payment being expensed in year 1 and 2/3 of the 
original payment being carried forward as a prepaid asset. 
Thus, answer (b) is correct. Answer (a) is incorrect because 
the premium paid was for a three-year policy, 2/3 of which 
had not yet expired and would therefore be carried forward in 
the prepaid asset account. Answer (c) is incorrect because 1/3 
of the original payment was already expensed. Answer (d) is 
incorrect because the amount would be the same as it would 
have been if the original payment had been debited initially to 
an expense account (as explained for answer (b) above). 

41. (b) Current assets are identified as resources that 
are reasonably expected to be realized in cash or sold or 
consumed during the normal operating cycle of the business. 
These resources include prepaid expenses such as royalties. 
Since the balance remaining in Sip Co.’s royalty prepayment 
(the payment relating to year 2 royalties) will be consumed 
within the next year, it should be reported as a current asset. 
Additionally, the payment relating to year 1 should be reported 
as an expense. 

42. (b) At the time the gift certificates were issued, the 
following entry was made, reflecting the store’s future 
obligation to honor the certificates: 

Cash xx 

Deferred revenue xx 



be reduced (debited) to reflect the earning of revenue. This is 
done through the following entry: 

Deferred revenue xx 

Revenue xx 

43. (a) The revenues from service contracts should be 
recognized on a pro rata basis over the term of the contract. 
This treatment allocates the contract revenues to the period(s) 
in which they are earned. Since the sale of a service contract 
does not culminate in the completion of the earnings process 
(i.e., does not represent the seller’s performance of the 
contract), payments received for such a contract should be 
recorded initially in a deferred revenue account. 

44. (c) The following formula is used to adjust service reve- 
nue from the cash basis to the accrual basis: 



Cash fees 
collected 



End. 

AR 



Beg. 

AR 



Beg. End. 

+ unearned - unearned = 
fees fees 



Accrual 

revenue 



$200,000 + $60,000 - $40,000 + 0 - $5,000 = $215,000 
As an alternative, T-accounts can be used. 




45. (d) To determine cash basis revenue, the solutions 
approach is to prepare a T-account for accounts receivable. 



12/31/Y1 

Sales 

12/31/Y2 



Accounts Receivable 

1,000,000 

4,600,000 20,000 



1,300,000 



Write-offs 

Collections 



The missing amount for cash collections is $4,280,000. 
Another approach is to use the following formula: 



Sales + Decrease - Write-offs = Collections 

(-increase) in AR 

$4,600,000 - $300,000 - $20,000 = $4,280,000 



Upon redemption of the certificates, the obligation 
recorded in the deferred revenue account becomes satisfied 
and the revenue is earned. Similarly, as the certificates 
expire, the store is no longer under any obligation to honor 
the certificates and the deferred revenue should be taken into 
income. In both instances, the deferred revenue account must 



The increase in receivables ($300,000) means that cash 
collected during the period was less than sales during the 
period and therefore is deducted from sales revenue. The 
write-offs ($20,000) represent recognized sales that will never 
be collected in cash and therefore must also be deducted to 
compute collections. 
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46. (d) To determine rental revenue, the solutions approach is 
to prepare a T-account for rents receivable and rent revenues. 



Rent Receivable 



11/30/Y1 

800,000 



800,000a 



Rent Revenues 
800,000 a 



2,210,000 



Bal 1,060,000 1,060,000 + 30,000 Bal 2,500,000 

a To remove year 1 revenue from the $2,210,000 of cash collected and 
relieve rent receivable of collections from year 1 receivables, 
b To recognize unrecorded rent earned including write-offs. 
c To recognize write-offs. Debit would be to the allowance account. 

47. (d) Under the cash basis method of accounting, revenue is 
recognized as it is collected. Cash sales after returns and allow- 
ances totaled $76,000 ($80,000 - $4,000). Net credit sales for 
year 1 were $114,000 ($120,000 credit sales - $6,000 discounts). 
As made evident by the following T-account, cash collections 
from credit sales must equal $124,000 ($40,000 + $1 14,000 - 
$30,000), since $10,000 in excess of current credit sales was re- 
ceived and reduced Accounts Receivable by this amount. 

Accounts Receivable 
Bal. 1/1 40,000 

Net credit sales 1 14,000 ? Collections 

Bal. 12/31 30,000 

A summary journal entry would be 

Cash 124,000 

Sales discounts 6,000 

Accounts receivable 130,000 



49. (d) Cash-basis income of $60,000 must be adjusted 
for changes in accounts receivable and accounts payable to 
compute accrual income 



Cash-basis income $60,000 

12/31Y1 AR (20,000) 

12/31Y2 AR 40,000 

12/31Y1AP 30,000 

12/31Y2 AP (15,000) 

Accrual income $ 95,000 



The beginning AR ($20,000) is subtracted because 
although this amount was collected in year 2, it is properly 
accrued as year 1 revenue. The ending AR is added because 
although not collected in year 2, it should be accrued as year 
2 revenue. The beginning AP is added because although this 
amount was paid in year 2, it is properly accrued as year 1 
expense. The ending AP is subtracted because although not 
paid in year 2, it should be accrued as year 2 expense. 

50. (c) The ending balance in Tory’s capital account on either 
the accrual or cash basis is computed as follows: 

Beginning + Investments + Income - Drawings = Ending 
capital capital 

Tory’s beginning capital is his initial cash investment of 
$2,000. No other investments were made. Under the cash basis 
method of accounting, income is the excess of cash revenues 
($5,000) over cash expenses ($0, since the expenses were 
not paid until after March 31). Therefore, cash basis income 
is $5,000. Drawings are $1,000. Therefore, ending capital is 
$6,000 ($2,000 + $0 + $5,000 - $1,000). 



Total cash basis revenue for year 1 is $200,000 as shown below. 

Cash sales ($80,000 - $4,000) $76,000 

Collections of credit sales [($40,000 + 

$ 1 20,000 - $30,000) - $6,000] 124,000 

Total cash received $ 200,000 



48. (a) Cost of goods sold is computed as follows: 

Beg. inv. + Net purchases - End. inv. = CGS 

Net purchases must be computed from the information given 

using a T-account or a formula. 



50.000 12/31Y1 

Payments 490,000 ? Purchases 

75.000 12/31Y2 

The missing amount for purchases is $515,000. Another 
approach is to use the following formula: 



Payments + Ending AP - Beginning AP = Purchases 
$490,000 + $75,000 - $50,000 = $515,000 



This amount can be used to determine cost of goods sold 



Beg. inventory $290,000 

+ Net purchases 515,000 

Cost of goods available 805,000 

- End, inventory 260,000 

Cost of goods sold $ 545, 000 



51. (d) The requirement of this question is to determine if a 
decrease in accounts receivable and/or a decrease in accrued 
expenses would result in cash-basis income being lower than 
accrual-basis income. 

A decrease in the accounts receivable balance would 
generally mean that cash was collected. In accordance with 
the cash basis of accounting when cash is received it is 
recorded as revenue (Dr. Cash, Cr. Revenue), whereas under 
the accrual basis the revenue would have been recorded when 
the receivable was recorded (Dr. AR, Cr. Revenue). Thus, a 
decreased accounts receivable balance would result in increased 
revenue/income. Therefore, the answer for this account is No. 

A decrease in the accrued expenses account would 
generally mean cash was paid on some expenses. Under the 
cash basis, when the cash is paid the expense is recorded 
(Dr. Expense, Cr. Cash), whereas under the accrual basis the 
expense would have been recorded when the accrued expense 
was recorded (Dr. Expense, Cr. Accrued Expense). Thus, a 
decreased accrued expenses account would result in increased 
expenses/lower income for the cash basis. Thus, the answer for 
this account is Yes. 

52. (b) When a company operates on the accrual basis, supplies 
are inventoried and expensed as they are used. Under the cash 
method, however, supplies are expensed as they are paid for. 
Therefore if White Co. experiences an increase in supplies 
inventory during the year, this increase must be deducted from 
accrual income to get to the cash basis, because the cost of the 
supplies would be expensed at the time of purchase. 
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Office salaries payable works the opposite way. Under 
the accrual method, a liability would have been established 
resulting in additional expense over the amount of cash paid to 
employees. Under the cash method, no liability is accrued and 
the unpaid salaries are not expensed. Therefore, the increase 
must be added to the accrual basis net income. 

53. (c) Prior to year 2, Droit Co. used the cash basis of 
accounting. Accordingly, Droit would have expensed all 
purchases of supplies as incurred. In contrast, under the 
accrual basis of accounting, the cost of unused supplies at each 
year-end would have been carried as an asset and, therefore, 
excluded from the current year’s supplies expense. In year 2, 
the year Droit adopted the accrual basis of accounting, Droit 
would have inventoried unused supplies at December 3 1 

and excluded those costs from year 2 net income. Since the 
cost of year 2’s beginning balance of supplies was expensed 
during year 1, even though the supplies were not used until 
year 2, Droit’s inability to determine the beginning supplies 
inventory would result in an understatement of supplies 
expense and overstatement of year 2 net income. However, 
since Droit properly inventoried supplies at December 31, year 
2, its cumulative (inception-to-date) supplies expense would 
be properly stated. Therefore, Droit’s inability to determine 
year 2’s beginning supplies expense would have no impact on 
Droit’s December 31, year 2 retained earnings. 

54. (b) Under the installment method, gross profit is deferred 
at the time of sale and is recognized by applying the gross 
profit rate to subsequent cash collections. At the time of sale, 
gross profit of $250,000 is deferred ($500,000 installment 
sales less $250,000 cost of installment sales). The gross profit 
rate is 50% ($250,000 4- $500,000). Since year 1 collections on 
installment sales were $100,000, gross profit of $50,000 (50% 
x $100,000) is recognized in year 1. This would decrease 

the deferred gross profit account to a 12/3 1/Y1 balance of 
$200,000 ($250,000 - $50,000). Note that regular sales, cost 
of regular sales, and general and administrative expenses do 
not affect the deferred gross profit account. 

55. (d) Under the installment sales method, gross profit is 
deferred to future periods and recognized proportionately 
to collection of the receivables. Therefore, at each year-end, 
deferred gross profit can be computed by multiplying the 
gross profit percentage by the accounts receivable balance, as 
indicated below. 





Year 2 


Year 1 


Sales 


$900,000 


$600,000 


Year 1 Collections 




(200,000) 


Year 2 Collections 


(300,000) 


(100,000) 


Year 1 Write-offs 




(50,000) 


Year 2 Write-offs 


(50,000) 


(150,000) 


12/31/Y2 AR 


$550,000 


$100,000 


Gross profit % 


x40% 


x30% 


12/3 1/Y2 Deferred GP 


$220,000 


$30,000 



Thus, total deferred gross profit at 12/3 1/Y2 is $250,000 



($220,000 + $30,000). 

56. (d) Under the installment sales method, gross profit is 
deferred to future periods and is recognized proportionately 
cash is collected. To determine cash collections in this case, 



first compute the year 2 installment sales by dividing deferred 
gross profit by the gross profit percentage ($560,000 x 40% = 
$1,400,000). Then, the 12/3 1/Y2 installment accounts receiv- 
able is subtracted to determine cash collections ($1,400,000 - 
$800,000 = $600,000). Realized gross profit is then computed 
by multiplying cash collections by the gross profit percentage 
($600,000 x 40% = $240,000). 

57. (c) When using the installment method, gross profit 
realized is computed as indicated below. 

Cash collections x GP% = GP realized 
This equation can be rearranged as follows: 

GP realized 4 GP% = Cash collections 

Therefore, cash collected to date on year 1 sales is 
$800,000 [($150,000 4 $90,000) 4 30%], and on year 2 sales 
is $500,000 ($200,000 4 40%). Installment accounts receivable 
at 12/3 1/Y2 is computed by subtracting cash collections from 
the original sales amount. 

Installment AR - year 1 ($ 1 ,000,000 - $200,000 

$800,000) 

Installment AR - year 2 ($2,000,000 - 1,500,000 

$500,000) 

Total 12/31/Y2 installment AR $1,700,000 

58. (a) The equipment sale is accounted for using the in- 
stallment method. The gross profit percentage on the sale is 
33 1/3% ($600,000 profit 4 $1,800,000 selling price). Since 
$300,000 of the sales price is collected in year 2, gross profit 
of $100,000 is recognized (33 1/3% x $300,000). The total 
revenue recognized is $250,000 ($100,000 gross profit 4 
$150,000 interest revenue). 

59. (a) The machine sale is accounted for using the install- 
ment method, where gross profit is deferred and recognized 
in proportion to cash collected. Initially, the entire $270,000 
gain is deferred. In year 1, $150,000 of the sales price was 
collected, and the gross profit percentage is 30% ($270,000 4 
$900,000), so gross profit recognized was $45,000 

(30% x $150,000). In year 2, $250,000 of the sales price was 
collected, so gross profit recognized was $75,000 (30% x 
$250,000). Therefore, at 12/3 1/Y2, deferred gross profit is 
$150,000 ($270,000 - $45,000 - $75,000). As a shortcut, you 
can compute the 12/3 1/Y2 note receivable balance ($750,000 
- $250,000 = $500,000), and multiply by the 30% gross 
profit percentage (30% x $500,000 = $150,000). Note that the 
interest collected ($75,000) does not affect the computation 
because it is not a collection of sales price. 

60. (c) The profit on a sale in the ordinary course of busi- 
ness is considered to be realized at the time of sale unless it is 
uncertain whether the sale price will be collected. The Board 
concluded that use of the installment method of accounting is 
not acceptable unless this uncertainty exists. Answers (a), (b), 
and (d) are incorrect because they do not involve the element 
of uncertainty regarding the collectibility of the sale price. 

61. (c) According to the installment method of accounting, 
gross profit on an installment sale is recognized in income in 
proportion to the cash collection. The cash collected from a given 
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year’s sales is multiplied by that year’s gross profit percentage to 
compute the amount of gross profit to be recognized. Answer (a) 
describes the point-of-sale recognition basis, while answer (d) 
describes the cost recovery method. Answer (b) does not 
describe any recognition basis currently used. 

62. (c) The installment method of accounting is used when 
there is a high degree of uncertainty regarding the collectibility 
of the sale price. Under this method, sales revenues and the 
related cost of goods sold are recognized in the period of 

the sale. However, the gross profit is deferred to the periods 
in which cash is collected. Income recognized in the period 
of collection is generally computed by multiplying the cash 
collected by the gross margin percentage. The installment 
method is based upon deferral of the gross profit, not the net 
operating profit. The installment method is generally only 
applicable when the reporting company is unable to estimate 
the amount of uncollectible accounts. 

63. (d) Under the installment method (case I) revenue 
(gross profit) is recognized after the sale, in proportion to 
cash collected. Under the cost recovery method (case II), 
revenue (gross profit) is again recognized after the sale, 
when cumulative receipts exceed the cost of the asset sold. 
Therefore, revenue is not recognized prior to the sale of 
merchandise in either case I or case II. 

64. (d) Under the cost recovery method no profit of any 
type is recognized until the cumulative receipts (principal and 
interest) exceed the cost of the asset sold. This means that the 
entire gross profit ($3,000,000 - $2,000,000 = $1,000,000) and 
the year 2 interest received ($270,000) will be deferred until 
cash collections exceed $2,000,000. Therefore, no income is 
recognized in year 2. 

65. (d) The installment method is used when collection of 
the selling price is not reasonably assured. However, when the 
uncertainty of collection is so great that even the use of the in- 
stallment method is precluded, then the cost recovery method 
may be used. Having no reasonable basis for estimating 
collectibility would provide a great enough uncertainty to use 
the cost recovery method. It is important to note that anytime 
the installment method is used, some risk of 100% collection 
exists, but the risk must be extreme before the cost recovery 
method is employed. 

66. (a) Installment methods of recognizing revenue are 
appropriate only when “collection of the sale price is not 
reasonably assured.” Under the cost recovery method, gross 
profit is deferred and recognized only when the cumulative 
receipts exceed the cost of the asset sold. 

67. (d) Franchise fee revenue is recognized when all mate- 
rial services have been substantially performed by the 
franchiser. Substantial performance means the franchiser 
has performed substantially all of required initial services 
and has no remaining obligation to refund any cash received. 
The $60,000 nonrefundable down payment applies to the 
initial services already performed by Rice. Therefore, the 
$60,000 may be recognized as revenue in year 1. The three 
remaining $30,000 installments relate to substantial future 
services to be performed by Rice. The present value of these 
payments ($72,000) is recorded as unearned franchise fees 



and recognized as revenue once substantial performance of the 
future services has occurred. 

Cash 60,000 

Notes receivable 90,000 

Discount on notes receivable 18,000 

Franchise revenue 60,000 

Unearned franchise fees 72,000 

68. (c) Initial franchise fees are not recognized as revenue 
until the franchisor makes substantial performance of the re- 
quired services, and collection is reasonably assured. Since 
Potter Pie has not yet performed the required services, the 
initial franchise fee (21 x $30,000 = $630,000) is reported 
as unearned franchise fees at 12/3 1/Y1. The estimated 
uncollectible amount ($20,000) normally would be recorded 
as a debit to bad debt expense and a credit to allowance 
for uncollectible accounts. However, since no revenue has 
yet been recognized, it is inappropriate to record bad debt 
expense. Instead, unearned franchise fees is debited, because 
an unearned revenue should not be recorded when, in effect, 
no related asset has been received. Therefore, the net unearned 
franchise fees is $610,000 ($630,000 - $20,000). 

69. (d) Items I and II do not transfer the risks and rewards of 
ownership to the buyer since both scenarios entitle the buyer 
to a return of his/her initial investment. Thus, the risks of 
ownership still remain with the seller. The economic substance 
of such arrangements is that of financing, leasing, or profit- 
sharing transactions. Item III transfers the risks and rewards of 
ownership since the seller will be reimbursed for cost plus a 
5% profit on the support provided. Therefore, the seller is not 
required to support operations of the property at its own risk. 

70. (c) The problem states that the sale has been consum- 
mated and that Kame’s initial and continuing investments are 
adequate to demonstrate a commitment to pay for the property. 
However, the fact that Esker’s receivable is subject to future 
subordination precludes recognition of the profit in full. 
Instead, the cost recovery method must be used to account for 
the sale. The deposit method is to be used 

1. Until the sale is consummated, when all activities 
necessary for closing have been performed. 

2. If the buyer’s initial and continuing investments are 
not adequate to demonstrate a commitment to pay for 
the property and the seller is not reasonably assured 
of recovering the cost of the property if the buyer 
defaults. 

The problem states that the sale has been consummated 
and that Kame’s initial and continuing investments are 
adequate. Therefore, the deposit method will not be used 
to account for the sale. The reduced profit method is used 
only when the initial investment is adequate to demonstrate 
a commitment to pay for the property but the continuing 
investments are not. The continuing investments must also 
meet certain additional requirements for the reduced profit 
method to be used. Since Kame’s continuing investments 
are adequate, the reduced profit method will not be used to 
account for the sale. The full accrual method may be used 
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only if profit on the sale is determinable, the earning process is 
virtually complete, and all of the following: 

1 . A sale is consummated. 

2. The buyer’s initial and continuing investments are 
adequate to demonstrate a commitment to pay for the 
property. 

3. The seller’s receivable is not subject to future sub- 
ordination. 

4. The seller has transferred to the buyer the usual risks 
and rewards of ownership in a transaction that is, in 
substance, a sale and does not have a substantial con- 
tinuing involvement in the property. 

71. (a) The requirement is to identify the condition that 
must be met to apply separate accounting. For a multiple- 
deliverables arrangement, two conditions must be met for an 
item to be considered a separate unit of accounting: (1) The 
delivered item has value on a stand-alone basis, and (2) if the 
arrangement includes a right of return for the delivered item, 
the undelivered item must be substantially in the control of the 
vendor. Therefore answer (a) is correct. 

72. (b) The requirement is to identify the subject matter of 
milestone accounting. Answer (b) is correct because the mile- 
stone method of accounting may be used to recognize revenue 
for research and development arrangements. Note that the 
milestone method is an option, but it is not required. 

73. (c) The requirement is to identify the amount of revenue 
recognized under the milestone method. Answer (c) is correct 
because contingent revenue may be recognized in its entirety 
in the period the milestone is achieved. 

74. (d) The requirement is to identify the body that sets 
international accounting standards. Answer (d) is correct be- 
cause the International Accounting Standards Board (IASB) 
issues International Financial Reporting Standards. 

75. (c) The requirement is to identify the qualitative charac- 
teristics of relevance. Answer (c) is correct because the IASB 
Framework provides that relevance includes the qualities 

of predictive value and confirmatory value. Answer (a) is 
incorrect because feedback value is not a characteristic of 
relevance. Answer (b) is incorrect because these qualities 
are the characteristics of reliability in FASB Concept 
Statement 1, which is superseded by SFAC 8. Answer (d) is 
incorrect because comparability and timeliness are enhancing 
characteristics in the IASB Framework. 

76. (b) The requirement is to identify the element that is 
defined as increases in economic benefits in the form of 
inflows or enhancements of assets or decreases of liabilities 
that result in increases in equity other than those resulting from 
contributions from equity participants. Answer (b) is correct 
because the IASB Framework has five elements: asset, liability, 
equity, income, and expense. The definition given is that of 
income. Note that income includes both revenues and gains. 

77. (b) The requirement is to identify the criteria under 
IFRS that must be met for an item to be included in financial 
statements. Answer (b) is correct because in order for an item 
to be recognized in the financial statements, IFRS requires 



that it meet the definition of an element and can be measured 
reliably. 

78. (c) The requirement is to identify the revenue recognition 
method that must be used if the outcome of rendering services 
cannot be estimated reliably. Answer (c) is correct because if 
the outcome of rendering services cannot be measured reliably, 
IFRS requires use of the cost recovery method. Answer (a) is 
incorrect because the percentage-of-completion method is used 
when reliable estimates can be made. Answer (b) is incorrect 
because the completed contract method is not permissible 
under IFRS. Answer (d) is incorrect because the installment 
method is a revenue recognition method used under US GAAP, 
not IFRS. 

79. (b) The requirement is to identify the item that is not one 
of the criteria for revenue recognition for sales of goods un- 
der IFRS. Answer (b) is correct because it is not required that 
payment has been received. 

80. (c) The requirement is to identify the assets for which 
the entity may use fair value as deemed cost upon adoption 
of IFRS. Answer (c) is correct because the entity may use fan- 
value as deemed cost for any individual item of property plant 
and equipment. 

81. (b) The requirement is to identify the first step within 
the hierarchy of guidance to which management refers when 
selecting accounting policies. Answer (b) is correct because the 
highest level in the hierarchy is an IFRS standard applicable to 
the transaction. Answer (a), (c), and (d) are incorrect because 
they all represent lower levels in the hierarchy. 

82. (a) The requirement is to identify the transition date. 
Answer (a) is correct because the “date of transition to IFRS” 
is defined as the beginning of the earliest period for which an 
entity presents full comparative information under IFRS. 

83. (d) The requirement is to identify how adjustments are 
reflected upon adoption of IFRS. Answer (d) is correct because 
upon first-time adoption of IFRS, any adjustments required to 
present the opening balances of the statement of financial posi- 
tion should be recognized directly in retained earnings or, if 
appropriate, in another category of equity. 

84. (c) A private entity is defined as “an entity other than 
a public business entity, a not-for-profit entity, or an 
employee benefit plan within the scope of Topics 960 through 
965 on plan accounting.” 

85. (a) Potential differential factors between public business 
entities and private companies include: (1) number of 
primary users and their access to management; (2) investment 
strategies of primary users; (3) ownership and capital structure; 
(4) accounting resources and (5) learning about new financial 
reporting guidance. 

86. (c) According to the Private Company Decision-Making 
Framework, the following five items are to be used as a guide 
to determine if there should be differential guidance between 
public and private companies: recognition and measurement; 
disclosures; display; effective date; and transition method. 
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Simulations 



Task-Based Simulation 1 



Account 

Classifications 



Authoritative 

Literature 



Help 



Suppose Winston incorporated and had the following accounts. Indicate how each of the following is classified on the financial 
statements. Below is a list of classifications. 



Balance sheet classification 

A. Current asset 

B. Noncurrent asset 

C. Current liability 

D. Noncurrent liability 

E. Owner’s equity 

F. Contra asset 

G. Contra equity 



Income statement classifications 

H. Revenue 

I. Expense 

J. Contra revenue 



1. Bonds payable, due in year 8 

2. Treasury stock 

3. Accounts payable 

4. Sales discounts 

5. Notes payable, due in nine months 

6. Inventory 

7. Accounts receivable 

8. Common stock 

9. Cost of goods sold 

10. Allowance for uncollectible accounts 



Balance sheet classification Income statement classification 



(A) (B) (C) (D) (E) (F) (G) 

O O O O O O O 

O O O O O O O 

O O O O O O O 

O O O O O O O 

o o o o o o o 

o o o o o o o 

o o o o o o o 

o o o o o o o 

o o o o o o o 

o o o o o o o 



(H) (I) (J) 

o o o 

o o o 

o o o 

o o o 

o o o 

o o o 

o o o 

o o o 

o o o 

o o o 



Task-Based Simulation 2 



Accrual Basis 
Worksheet 



Authoritative 




Literature 


Help 



The following information pertains to Baron Flowers, a calendar-year sole proprietorship, which maintained its books on the 
cash basis during the year. 
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Baron Flowers 
TRIAL BALANCE 
December 31, year 2 



$25,600 

16,200 

62,000 

118,200 

45.000 

$32,400 

17,000 

124,600 

653,000 

305,100 

174,000 
12,400 
8,700 

34,200 
12,600 

13.000 

$ 827,000 $ 827,000 

Baron has developed plans to expand into the wholesale flower market and is in the process of negotiating a bank loan to 
finance the expansion. The bank is requesting year 2 financial statements prepared on the accrual basis of accounting from Baron. 
During the course of a review engagement, Muir, Baron’s accountant, obtained the following additional information. 

1. Amounts due from customers totaled $32,000 at December 31, year 2. 

2. An analysis of the above receivables revealed that an allowance for uncollectible accounts of $3,800 should be provided. 

3. Unpaid invoices for flower purchases totaled $30,500 and $17,000, at December 31, year 2, and December 31, year 1, respectively. 

4. The inventory totaled $72,800 based on a physical count of the goods at December 31, year 2. The inventory was priced at cost, 
which approximates market value. 

5. On May 1, year 2, Baron paid $8,700 to renew its comprehensive insurance coverage for one year. The premium on the previous 
policy, which expired on April 30, year 2, was $7,800. 

6. On January 2, year 2, Baron entered into a twenty-five-year operating lease for the vacant lot adjacent to Baron’s retail store for use 
as a parking lot. As agreed in the lease, Baron paved and fenced in the lot at a cost of $45,000. The improvements were completed 
on April 1, year 2, and have an estimated useful life of fifteen years. No provision for depreciation or amortization has been 
recorded. Depreciation on furniture and fixtures was $12,000 for year 2. 

7. Accrued expenses at December 31, year 1 and year 2, were as follows: 

Year 1 Year 2 

$900 $1,500 

1,100 1,600 

$ 2,000 $3,100 

8. Baron is being sued for $400,000. The coverage under the comprehensive insurance policy is limited to $250,000. Baron’s attorney 
believes that an unfavorable outcome is probable and that a reasonable estimate of the settlement is $300,000. 

9. The salaries account includes $4,000 per month paid to the proprietor. Baron also receives $250 per week for living expenses. 

Using the worksheet below, prepare the adjustments necessary to convert the trial balance of Baron Flowers to the accrual 
basis of accounting for the year ended December 31, year 2. Formal journal entries are not required to support your adjustments. 
Flowever, use the numbers given with the additional information to cross-reference the postings in the adjustment columns on the 
worksheet. 



Utilities 
Payroll taxes 



Cash 

Accounts receivable, 12/3 1/Y1 
Inventory, 12/31/Y1 
Furniture & fixtures 
Land improvements 
Accumulated depreciation, 12/3 1/Y1 
Accounts payable, 12/3 1/Y1 
Baron, Drawings 
Baron, Capital, 12/3 1/Y1 

Purchases 

Salaries 

Payroll taxes 

Insurance 

Rent 

Utilities 

Living expenses 
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Baron Flowers 

WORKSHEET TO CONVERT TRIAL BALANCE TO ACCRUAL BASIS 
December 31, year 2 





Cash basis 


Adjustments 


Accrual basis* 


Account title 


Dr. 


Cr. 


Dr. 


Cr. 


Dr.* 


Cr.* 


Cash 


25,600 












Accounts receivable 


16,200 












Inventory 


62,000 












Furniture & fixtures 


118,200 












Land improvements 


45,000 












Accumulated depreciation 
& amortization 




32,400 










Accounts payable 




17,000 










Baron, Drawings 














Baron, Capital 




124,600 










Sales 




653,000 










Purchases 


305,100 












Salaries 


174,000 












Payroll taxes 


12,400 












Insurance 


8,700 












Rent 


34,200 












Utilities 


12,600 












Living expenses 


13,000 














827,000 


827,000 











^Completion of these columns is not required. 



Task-Based Simulation 3 




This question consists of ten items that represent descriptions or definitions of the various elements of the FASB’s Statements 
of Financial Accounting Concepts. Select the best answer for each item from the terms listed in A - L. A term may be used once, 
more than once, or not at all. 



A. Recognition 

B. Comprehensive Income 

C. Faithful representation 

D. Revenues 

E. Predictive Value 

F. Comparability 



G. Gains 

H. Net Income 

I. Earnings 

J. Realization 

K. Replacement Cost 

L. Current Market Value 
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Concept statement definitions 

1. Component of relevance. 

2. Increases in net assets from incidental or peripheral 
transactions affecting an entity. 

3. The process of converting noncash resources and rights 
into cash or claims to cash. 

4. Enhancing qualitative characteristic of relevance and 
faithful representation. 

5. The process of formally recording an item in the financial 
statements of an entity after it has met existing criteria and 
been subject to cost-benefit constraints and materiality 
thresholds. 

6. All changes in net assets of an entity during a period 
except those resulting from investments by owners and 
distributions to owners. 

7. Inflows or other enhancements of assets of an entity or 
settlements of its liabilities from delivering or producing 
goods, rendering services, or other activities that 
constitute the entity’s ongoing operations. 

8. The amount of cash, or its equivalent, that could be 
obtained by selling an asset in orderly liquidation. 

9. The quality of information that helps users to increase the 
likelihood of correctly forecasting the outcome of past or 
present events. 

10. A performance measure concerned primarily with cash-to- 
cash cycles. 



(A) (B) (C) (D) (E) (F) (G) (H) (I) (J) (K) (L) 

OOOOOOOOOOOO 
OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 

OOOOOOOOOOOO 



Task-Based Simulation 4 



Trial Balance 
Worksheet 



Authoritative 

Literature 



Help 



The accounts listed below appeared in the December 31 trial balance of Jane Alexander Theater. 



Equipment 192,000 

Accumulated depreciation equipment 
Notes payable 
Admissions revenue 

Advertising expense 13,680 

Salaries expense 57,600 

Interest expense 1 ,400 



60,000 

90,000 

380,000 



Additional information 

1. The equipment has an estimated life of 16 years and a salvage value of $40,000 at the end of that time. (Use straight-fine method.) 

2. The note payable is a 90-day note given to the bank October 20 and bearing interest at 10%. (Use 360 days for denominator.) 

3. In December, two thousand (2,000) coupon admission books were sold at $25 each. They could be used for admission any time after 
January 1. 
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4. Advertising expense paid in advance and included in Advertising Expense, $1,100. 

5. Salaries accrued but unpaid, $4,700. 

Using the attached Excel file, complete the adjustments, adjusted trial balance, and the income statement columns of the 
worksheet. For the # column, insert the number of adjustments. Add accounts as needed. 



Jane Alexander Theater 
December 31, 200X 



a) 


Trial balance 


# 


Adjustments 


Adjusted trial 
balance 


Income statement 




Debit 


Credit 




Debit 


Credit 


Debit 


Credit 


Debit 


Credit 


Equipment 


192,000 


















Accumulated depreciation — 
equipment 




60,000 
















Notes payable 




90,000 
















Admissions revenue 




380,000 
















Advertising expense 


13,680 


















Salaries expense 


57,600 


















Interest expense 


1,400 


















Depreciation expense 




















Interest payable 




















Unearned admissions revenue 




















Revenue 




















Prepaid advertising 




















Salaries payable 





















Task-Based Simulation 5 



Concepts 



Authoritative 




Literature 


Help 



SFAC 5 provides guidance on measuring assets and liabilities. The following measurement methods are available to measure 
assets and liabilities, as shown in the list below. Identify the appropriate valuation method for each item. 



Measurement methods 

A. Historical cost or historical proceeds 

B. Current cost 

C. Current market value 

D. Net realizable value or settlement rate 

E. Present value of future cash flows 



Account 

1. Long-term receivables 

2. Available for sale securities 

3. Equipment 

4. Warranty obligations 

5. Short-term payables 

6. Accounts receivable 

7. Bonds payable, due in ten years 

8. Trading securities 



(A) (B) (C) (D) (E) 

O O O O O 

O O O O O 

O O O O O 

O O O O O 

O O O O O 

o o o o o 

o o o o o 

o o o o o 



